lak 


‘Scat Ss 0 SN SO NR SAR a a 
eee 














} 
HH , 


saa 
22 pense, 





. sssq 





‘Ace 
a 


UNIVERS 





HWANAUI TH A 


_ 
¢ 
4 4 
POLYM 


. By Irving J. Olson 


e eo 
Asn 4 Wie 














t 


| . Flood Loss .. . 


r 4 
° 
~ 
< 
J 
= 
ca 
Po ] 
a 
On] 
wn 
] 
° 
=z 
© 
Y 4 
i. 4 
< 
my 
~ 
— 
Vv 
or 
ow 
P 3 
b 3 
° 
Vv 
< 


oo 
is) 
os 
i) 
a 
=I 
2 
| 
= 
a 
<= 
ss 
“ 
° 
” 
o 
ve 
bow 
a 
* 
s 
i 


e ity 
—— a eS, 


. g in the Tax Court . By Roy A. Wentz 
Why Wh 


q Excess Profits Tax Relief 





All good things come to an end 
sometime, so conceivably there is a 
time when Uncle Sam will have only 
one—the last taxpayer. Mr. Johnson 
describes him, tells how he became 
Uncle’s sole support, in next month’s 
issue, but don’t read it until after 
March 15—by that time you'll need 
a laugh. 


For the last minute rush (the March 
issue will be published by the end of 
February) a check list of tax return 
problems, little ones and big ones. It 
is based upon a talk by Louis L. Meld- 
man before the Second Annual Tax 
: — ve ° . : Editor 
School of the Wisconsin Bar Associa- Henry L. Stewart 
tion. All on the serious side. Washington Bdttor 


Lyman L. Long 


Mr. Cox of the Department of Reve- Advisory Editor 


8 : a. ; : George T. Altman 
nue of Georgia writes an interesting Business Manager 


plea for uniformity in state taxation. George J. Zahringer 
Thee tas ner oe » whick c: Circulation Manager 
lis is an area of revenue which can i. 3. Seen 


stand some intensive study. 
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Interpretations 


he 


FEDERAL ViorE about the sale of orchards. Money 
TAXES | received from the sale of fruit on the trees when the grove or 
orchard is sold is not ordinary income. The 1951 Revenue Act 

does not make it so. What the new law does say is this—when 

the crop and land are sold “at the same time and to the same 

person, the crop shall be considered as ‘property used in the trade 


»’ 99 


or business’. 


Use of the phrase “property used in the trade 
or business” means that, if a net gain results after the Section 
117(j) test, the gain is a long-term capital gain; but if there is a 
net loss, the gain or loss on each item is an ordinary gain or loss. 


In this column last month we garbled this 
when we related the holding in the case of Louise Owen v. Com- 
missioner, 51-2 ustc J 9512 (CA-5). 


In this case the Commissioner was urging that 
the proceeds from the sale of the unsevered fruit be considered 
ordinary income. This attitude was in compliance with a ruling 
of the Income Tax Unit which has been in effect since 1946. The 
court held, however, that in this case, which involved a sale in 
1944 of the land, trees and fruit . . . the entire transaction was a 
capital-gains transaction. The change by the Revenue Act of 
1951 resolves a conflict between the Commissioner, who was 
backed up by the Tax Court, and two federal district courts. 


Don’T FORGET the new tax twist tied 
into the wage and salary stabilization controls. An employer can 
lose his total deduction for salaries paid if he violates these con- 
trol laws. There was a recent action in Cleveland, however, which 
indicates that the regional enforcement commission is not too 
anxious to apply this sanction (Jn the Matter of the Keegan Steel 
Fabricating Company). An employer had made a number of in- 
creases in his hourly rate, and the sum of the increase violated 
the controls. The regional counsel set forth a number of extenu- 
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ating circumstances—the employer had been most cooperative, 
he had attempted to get and did get an oral okay from the local 
office on some of the raises. The counsel and the employer agreed 
that $1,000 be recommended as a disallowance on the employer’s 
income tax return ... “for that year [the employer] was in the 
52 percent tax bracket.” The disallowance would mean that the 
employer was penalized only $520. The three-man commission 
who heard the case, however, refused to apply even this mild 
penalty. Query: Will the employer’s tax bracket be a factor in 
determining these cases? ... Can the employer and the regional 
commission agree to the amount which may be disallowed? 


lr YOU ARE SELF-EMPLOYED and make 
over $400 a year, you are subject to a new tax beginning January 
1 at the rate of 2% per cent on your earnings from your business 
or profession. Only $3,600 of your earnings will be taxed each 
year—whether you prefer to take care of your old age, widow 
and children by your own methods or not you are still subject 
_ to this tax. The tax return is Schedule C to be filed with Form 
1040 no later than March 15, 1952, for calendar 1951. This applies 
to $3,600 of your earnings for the year 1951—get a Social Security 
number from local Social Security office. This number goes on 
the form Schedule C-a. This tax makes you eligible to receive 
benefits as a retired worker—it also makes your widow or 
widower and unmarried dependents under the age of 18 eligible 
to receive some support from the federal government. 


Ir ISN’T SUFFICIENT just to add the 
wife’s name to the husband’s brokerage account if you want to 
show that the resulting income should be divided. For although 
such an arrangement creates a joint account, it is not proof of 
whose money is used to maintain the account, and in the Meier 
case (CCH Dec. 18,666(M), 10 TCM 1088) the income from such 
an account was held to be taxable to the husband. 


THERE ARE always a number of things 
tied that militate against a city man’s claiming that a small farm is 
cone operated for profit. The answer to the question of whether farm 
mane losses are allowed as deductions depends upon the intention of 
hich the taxpayer who is engaging in the operations resulting in losses. 
i In the case of Hemphill (CCH Dec. 18,658 (M), 10 TCM 1080) the 
Steel taxpayer acquired a small farm home for his family, a healthful 
— and educational activity for his sons and to some extent for him- 
saad self, and a source of sustenance for his family when many people 
ai found the food situation something of a problem. The Tax Court 


: Interpretations 83 
‘azine 





holds this is all on the side of pleasure rather than profit and 
so disallows the losses. Judge Learned Hand’s sage observation 
in another case is still followed on this point: 


“It does seem to me that if a man does not 
expect to make any gain or profit out of the management of the 
farm, it cannot be said to be a business for profit, and while I 
should be the last to say that the making of a profit was not of 
itself a pleasure, I hope I should also be one of those to agree 
there were other pleasures than making a profit. . . . it does 
make a difference whether the occupation which gives him pleas- 
ure can honestly be said to be carried on for profit. Unless you 
can find that element it is not within the statute... .” 


A MOTHER whose adjusted gross income 
was $2,500 took a dependency credit of $600 for a minor son. Her 
divorced husband contributed $420 to the support of this child. 
The mother submitted to the Tax Court a list of her expenses in 
supporting the boy, which totaled $1,053.92. The Tax Court 
estimated the expense to be no more than $800 and said: “Inas- 
much as her former husband furnished $420 of this amount, our 
conclusion is that she did not furnish more than one half of Rich- 
ard’s support and is not entitled to the exemption ....” The 


tax deficiency was $100.—Carpenter, CCH Dec. 18,691(M), 10 
TCM 1130. 


Rute 32 of Rules and Practices of the Tax 
Court place the burden of proof regarding a deduction on the tax- 
payer. This means the taxpayer must prove by adequate records 
and other evidence that he is entitled to the amount of deduction 
he has claimed on his tax return. Inadequate records, rather than 
adequate records which the taxpayer should keep throughout the 
year, are the cause of failure of so many taxpayers’ cases—a 
case in point is Scheftel, CCH Dec. 18,706(M), 10 TCM 1176. 


AN AFFIDAVIT from an attorney that cer- 
tain judgment bonds were worthless is insufficient to establish 
worthlessness . . . there was no proof that they ever had a value. 
As toa sale ...a sale at a nominal price does not establish worth- 


lessness of the property sold.—Lockwell, CCH Dec. 18,699(M), 
10 TCM 1155. 


‘a 

THE DATE of July 29, 1927, always com- 
plicates the computation of community property in California. 
Income of a husband prior to this date is separate income. A 
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new twist regarding the importance of the date occurred in a 
case where retirement income was received from a fund which 
has been built up by contributions of the employees. Contribu- 
tions from the salaries of the employees prior to this 1927 date 
Was separate income, and consequently the payments from the 
fund must be treated as separate income, at least until the amount 
contributed prior to July 29, 1927, has been exhausted or paid 


out to the employees.—Carter et al., CCH Dec. 18,664, 17 TC —, 
No. 117. 


Wuo IS A WIDOW? Suppose a person 
who was once a widow remarried. Is she still a widow? An 
Ohio court construed the phrase “widow of a son” as one which 
identified a certain individual woman who has lost her husband 
by death and did not refer to the unmarried status of that woman. 
The “widow of a son” had remarried, but she was taxed under the 
inheritance law at the rate applicable to the share going to a 
“widow of a son.”—Estate of M. I. Waters, CCH INHERITANCE 
EstTaTE AND Girt Tax Reports § 17,494 (P. Ct., Hamilton County). 


SERVICE OF PROCESS—a technical point. 
Attorneys who are retained for certain legal work are not neces- 
sarily the proper “agents” upon whom a valid service may be had 
when the corporation is being sued —WICA, Inc. v. WWSW, Inc. 


and WEBR, Inc., District oF CoLtumMBIA TAx Reports { .410 
(CA of D.C.). 


lr YOU HAVE THE JOB of preparing or 
filing an inventory of a decedent’s property, file it on time, that is, 
within the period stated in your state law .. . a Maryland at- 
torney general’s opinion (CCH INHERITANCE ESTATE AND GIFT 
Tax Reports { 17,496) says the 25 per cent penalty will be im- 
posed if the inventory is not filed within the period stated in the 
law regardless of whether or not formal administration of the 
estate is granted within that period. 


Wuar CONSTITUTES a sufficient com- 
pliance with the requirement of itemization of dividends when a 
bank collects interest and dividends for the taxpayer? A recent 
special ruling says the name of the bank alone is sufficient if it 
accompanies the total amount of dividends collected. But as to 
the interest, the taxpayer must list on Form 1040 the name and 
amount received from each payor. 
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Tax Increases ... 


Internal Revenue 
Inspection Service 


Washington Tax Talk 





The President 


In his Economic Report President Truman 
asked Congress for tax increases to keep 
Government financing on a “pay-as-we-go” 
basis during the period of defense mobi- 
lization. Since the tax increases effected by 
the Revenue Act of 1951 did not approach 
the $10 bidion minimum which the President 
had requested in 1951, he now asks for the 
enactment: of legislation which would pro- 
duce additional revenue approximating $5 
billion. 


Reorgarfization Plan No. 1 of 1952 the 
President (transmitted to Congress on Jan- 
uary 14. |The plan embodies the recom- 
mendations of the Hoover Commission. At 
the top will be the Commissioner of Internal 
Revenue Who will, under the direction of 
the Secretary, have general superintendence 
of the ass¢ssment and collection of all taxes. 
He will bf appointed by the President sub- 
ject to cbnfirmation by the Senate. He 
will be the only officer in the Revenue 
Service s¢ appointed, all others being sub- 
ject to ai service rules. 


The Cédmmissioner will carry out his 
responsibijities through three intermediate 
Assistant Commissioners. One will be desig- 
nated Assistant Commissioner (Technical). 
He will isuperintend the drafting of all 
regulations, rulings and other interpretative 
materials; and will be in charge of the 
formationg, of the Commissioner’s’ policy 
regarding# the so-called technical responsi- 
bilities ingtax administration, such as pro- 
posed legislation, tax treaties and appellate 
procedur@ and practices. He will have the 
aid of a staff of technicians at Washington 
and will @xercise no line officer control over 
any field bffices. 






Anothef, designated Assistant Commis- 
sioner (@perations), will superintend the 
actual asgessment and collection of taxes, 
the audit}and investigation of returns and 
all operatfonal functions incidental thereto. 
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He will carry out his duties through direct 
line officer control of 21 to 25 District 
Commissioners across the country. The 
District Commissioners will have complete 
jurisdiction within their respective areas of 
the following duties: (a) distribution of 
all tax forms and notices; (b) receipt, audit 
and investigation of all classes of tax re- 
turns; (c) tax fraud work; (d) canvass for 
delinquent returns; (e) assessment and collec- 
tion of taxes; (f) inspection of the produc- 
tion of distilled spirits and tobacco; (g) 
the hearing of all appeals from proposed 
assessments. In effect, the District Com- 
missioner will supervise the presently widely 
scattered functions currently performed by 
the Collector, the revenue agents, the special 
agents, the alcohol tax inspectors and in- 
vestigators and members of the Appellate 
Staff plus certain functions of the Chief 
Counsel. The plan thus contemplates a 
coordination of all tax collection functions 
at the local level. The. District Commis- 
sioners will have control over Deputy Dis- 
trict Commissioners, with at least one such 
officer for each state, and in the more 
populous states more than one. 


The third intermediate officer will be 
designated Assistant Commissioner (Inspec- 
tion). He will have two responsibilities: 
(1) inspection and investigation to assure 
proper conduct by all personnel; and (2) 
continuing appraisal of administrative and 
operational efficiency. He will have control 
over Deputy Inspectors numbering not 
more than 25. Each Deputy Inspector will 
have assigned a small staff of top-flight 
investigators. 


Congress 


January 22 has been set by the Senate 
Committee on Finance as the date for a 
hearing on H. R. 3168, which provides for 
amendment of Code Section 113(b)(1)(B) 
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LOCAL FIELD OFFICES 


Washington Tax Talk 


with re ppect to the adjustment of basis for 


mill provides that the adjusted basis 
of progpsty is to be reduced by allowed 
excessive depreciation only to the extent 
that sugh excessive depreciation resulted in 


a reduction in the taxpayer’s taxes. 


As passed by the House April 12, 1951, 
the amehdment is made effective for taxable 
years beginning after December 31, 1947. 
The A wr amendment resulted from the 
decision} of the Supreme Court in Virginian 
Hotel rporation v. Helvering, 43-1 ustc 
1 9469, &19 U. S. 523. 


The Cdmmissioner 


Commissioner John B. Dunlap has an- 
nounced}the appointment of Mr. Frank W. 
Lohn as) Chief of the Intelligence Division 
of the Bureau. His appointment will be 
effective'upon the retirement of Mr. William 
H. Woolf, who has completed more than 
40 vears of faithful government service. 


i 
‘ 
i 
© 
’ 


POLICING OF 
INTERNAL REVENUE SERVICE 


The Ihternal Revenue Inspection Service 
was activated on October 1, 1951, by the 
Commissioner of Internal Revenue with the 
approval of the Secretary of the Treasury. 
This newly created organization, function- 
ing at the Commissioner’s level, is charged, 
among other things, with primary respon- 
sibility for coordinating and maintaining on 
a continuing basis vigorous internal inspec- 
tional control over all activities of the In- 
ternal Revenue Service for the purpose of 
(1) detecting and preventing irregularities 
and assuring scrupulous adherence by all 
officers and employees to proper ethics and 
standards of conduct, (2) appraising applied 
management improvements, administrative 
procedures and operational techniques inci- 
dent to objective evaluation from the stand- 
point of economy and efficiency and (3) 
keeping the Commissioner currently informed 
with respect to all developments, of more 
than a routine nature, related to the policies 
under which the affairs of the Bureau of 
Internal Revenue are administered. 


The btoad areas embraced by this or- 
ganizatiof’' and the degree of importance 
attached %o them, not only by the Commis- 
sioner afd the Secretary but also by a 
Congressfonal subcommittee, indicated that 
its direcforship could properly be vested 
only in a@ man possessing extensive experi- 


H 
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Frank W. Lohn 


ence in the various activities of the Internal 
Revenue Service and other outstanding 
qualifications. 


After careful consideration of a number 
of top-flight employees, Commissioner Dunlap 
recommended to Secretary Snyder the ap- 
pointment of Edgar E. Hoppe, formerly of 
the Commissioner’s management staff, to 
head the Internal Revenue Inspection Serv- 
ice in the capacity of director. In selecting 
Mr. Hoppe for this position, the Commis- 
sioner exemplified his belief in “promotion 
strictly on the basis of merit.” The an- 
nouncement of Mr. Hoppe’s appointment 
has been particularly well received, not only 
in Washington but also in the field where 
he has spent the greater portion of his 
22 years with the Internal Revenue Service. 


Mr. Hoppe is a straightforward, highly 
capable administrator whose sincerity of 
purpose, determination, loyalty and devotion 
to duty are of the highest order. Likewise, 
he is known to be a man of high integrity 
and exemplary moral character who is never 
“too busy” to help and encourage his co- 
workers and lend a hand whenever needed. 
Having advanced through the ranks from 
the position of clerk, he appreciates fully 
the problems of the rank-and-file employees 
and insists upon a fair break for them. 
Although firm in his convictions, Mr. Hoppe 
is disarmingly unassuming. 

The following remarks taken from an 
address Mr. Hoppe made on October 23, 
1951, to all Bureau and field investigative 
officers in charge illustrate the “straight- 
from-the-shoulder” approach he has taken 
with respect to the responsibilities of his 
new position: 

“There will be an over-all strengthening 
and tightening up of our investigative and 
inspection activity, but we shall not operate 
along Gestapo lines, look through keyholes 


(Continued on page 139) 
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Tax Effects 


Vol. 30, No. 2 


of the Billion Dollar Flood Loss 


By IRVING J. OLSON 


THE AMOUNT OF THE LOSS WHICH CAN BE SALVAGED 
THROUGH TAX SAVINGS IS EXPLAINED BY THE AUTHOR, 


A TAX MANAGER 


AMPAGING FLOOD WATERS in 

July of 1951 are judged to have caused 
upwards of a billion dollars loss of physical 
properties in Kansas and additional losses in 
Missouri, Oklahoma, Illinois and other 
states. The amount of the loss and the 
large number of taxpayers directly affected 
thereby prompt this article. The staggering 
loss rests on the victims alone, because, with 
relatively minor exceptions, no one carried 
flood insurance. Flood insurance ordinarily 
is not available or is impractical because 
of its cost. 


The flash flood reached a height of about 
30 feet in one important industrial district 
and covered the third floor of some of the 
larger plants. It floated buildings and large 
storage tanks from their foundations and 
crashed them against other structures. The 
shattered storage tanks leaked gasoline and 
oil which touched off many fires and added 
to the general havoc wrought by the flood. 
After the water receded there remained 
muck, silt and debris up to three feet deep 
in the area. 


Structures and accessory properties, ma- 
chinery, equipment, furniture and fixtures, 
raw materials, work in process and finished 
products were total losses in many cases. 

This article discusses the determination 
of the amount of the allowable flood-loss 
deduction for federal income tax purposes, 
that is, how much of the loss can pe sal- 
vaged by way of tax savings. The tax sal- 


1 Code Sec. 23 (e). 
Billion Dollar Flood Loss 


. ticular taxpayers. 


FOR ARTHUR ANDERSEN & COMPANY 


vage depends upon a great many things, 
including the varying rates of tax of par- 
Purely guessing, per- 
haps 50 per cent of the loss or, say, one-half 
billion dollars will be saddled on the United 
States Treasury in the form of lesser in- 
come tax collections. 


For tax purposes, flood losses are included 
in the general category of casualty losses, 
so to a large extent the tax principles 
discussed herein are also applicable to casu- 
alty losses in general. 


Deductibility for Federal Income Tax 
Purposes 


Flood losses, less insurance or other re- 
coveries, if any, are allowed as deductions 
from gross income under the Internal Reve- 
nue Code to both individuals* and corpora- 
tions.” All losses of corporations are deemed 
to be incurred in the pursuit of its business, 
but this is not so as to individuals. The 
Code segregates losses sustained by in- 
dividuals into three classifications: 

(1) Losses incurred in trade or business; 

(2) Losses incurred in transactions en- 
tered into for profit though not connected 
with the trade or business; 

(3) Losses of property not connected with 
the trade or business if the losses arise from 
fires, storms, shipwreck or other casualty, 
or from theft. 


2 Code Sec. 23 (f). 
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The unsubmerged part of this isolated viaduct across the rampaging Kaw River in 
Kansas City, Kansas, comes to an abrupt end where the waters have swept over it, 


marooning cars and trucks caught bumper to bumper. 


In the background heavy smoke 


rises from one of the fires started by the destructive torrents. 


Carry-Back and Carry-Over— 
Individuals 


The above-mentioned segregation of losses 
had detrimental tax consequences to indi- 
vidual flood victims prior to the enactment 
of the Revenue Act of 1951 on October 20, 
1951. Prior to the passage of this act, if an 
individual’s flood loss exceeded his income 
for 1951, he would not have been permitted 
under the Code to carry the unused loss 
back to the preceding year or to carry it 
over to the succeeding five years. The act* 
remedied this situation by providing that 
the offending paragraph in the Code‘ shall 
not apply with respect to deductions allow- 
able far losses sustained after December 31, 
1950, in respect of property if the losses 
arise from fire, storm, shipwreck or other 
casualty, or from theft. 


The Code specifies as to both corporations 
and intlividuals that the deduction for the 
loss must be taken in the tax return for the 
taxable year in which the loss is sustained. 


3 Sec. 344, Revenue Act of 1951. 
4 Code Sec. 122(d) (5). 


The loss is sustained in the year in which 
the flood caused the damage, not the year 
in which the damage is repaired. The belief 
of some that the year of the repair is the 
year of the loss stems from a misinterpreta- 
tion of certain court cases holding that the 
cost of the repair in some instances is the 
measure of the loss. The measure of the loss 
may occur in the subsequent year, but it is 
applied back to and treated as the loss sus- 
tained in the taxable year in which the flood 
actually occurred. . 


In those casualty-loss cases in which in- 
surance is involved, the Commissioner has 
consistently fought the contention of some 
taxpayers that the casualty loss is deductible 
in the year the final determination of the 
insurance claim is made. In two Board of 
Tax Appeals cases*® involving denial of lia- 
bility by the insurer, the Commissioner non- 
acquiesced in the court’s decision that the 
loss was deductible in the year of settlement 
of the insurance claim. Recently the Com- 
missioner lost an appeal on the same issue 

5 Allied Furriers Corporation, CCH Dec. 7229, 


24 BTA 457 (1931); Rose Licht, CCH Dec. 10,062, 
37 BTA 1096 (1938). 
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get Acme 
A mailman removes 30 soggy letters from a mail box that had been under water for 
four days in Kansas City, Missouri. The fire-blackened building in the background is 
one where thousands of five-gallon cans of grease went up in smoke, and the huge 


gas tank in the right background was originally in Kansas City, Kansas, but was 


floated down the river in the flood. 


in the Fifth Circuit® but did not take the 
case to the Supreme Court. The facts were 
that insurance was in dispute, the loss occurred 
in the year 1943 and there was no certainty 
of recovery on the insurance contest. The 
court held that there was no closed and 
completed transaction in 1943 and the amount 
of the loss was unascertainable until 1944 when 
the insurance dispute was settled. Because of 
the Commissioner’s evident dislike for these 
decisions, it is perhaps advisable, if insurance 
or other claim is in dispute, for taxpayers to 
deduct. their gross casualty losses, unreduced 
by anticipated insurance or other recovery, 
in the year the casualty occurred.’ Where no 
dispute is involved, the amount of the insur- 
ance recovery is ordinarily determinable in 
exact amount, or approximately so, within a 
relatively short time after the casualty, and 
such amount should be used to reduce the 
loss in the year of the casualty. 

®° Commissioner v. Earl R. Harwick, 50-2 ustc 
1 9483, 184 F. (2d) 835. 


7 Commissioner v. Highway Trailer Company, 
4 ustc § 1328, 72 F. (2d) 913 (CCA-7, 1934). 
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Determination of Amount of Loss 


The rules for determining the amount of 
loss on nonbusiness property of individuals 
differ from the rules for business property. 
The rules for business property are the 
same for both individuals and corporations. 


As to nonbusiness property, the deductible 
flood loss is the actual property loss at fair 
market value or the tax-cost basis of the prop- 
erty, whichever is lesser. The tax-cost basis 
is technically referred to as the adjusted basis 
for determining a loss upon a sale of the prop- 
erty. Adjusted basis is ordinarily cost of the 
property less depreciation allowed or allow- 
able. In the case of nonbusiness property, since 
no depreciation is allowed for tax purposes, 
the adjusted basis is the same as the un- 


.adjusted basis, ordinarily the original cost. 


The Fourth Circuit Court of Appeals de- 
cision in the Obici case® contains the follow- 
ing language: 


8 Helvering v. Owens and Helvering v. Obici, 
39-1 ustc J 9229, 305 U. S. 468. 

® Helvering v. Obici, 38-2 ustc { 9360, 97 F. 
(2d) 431. 
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Mud and water still cover much of the Santa Fe Railroad yards in Kansas City, Kansas, 
two weeks after one of the nation’s worst floods hit the area. In many places mud 
is so deép that tracks do not yet show. Cities struck by the billion-dollar deluge are 
now engaged in a gigantic rehabilitation program. 


“Non-business property is consumed or 
worn out by use, just as is business prop- 
erty; but ithe depreciation resulting from use 
is not allowed as a deduction because it is in 
the nature of a personal and not a business 
expense. } When such property is destroyed 
after depreciation by use, the loss is mani- 
festly not the original cost of the property 
but its value at the time of destruction; and 
it is not reasonable to suppose that Congress 
intended{to permit deduction in excess of 
actual logs.” 


The Supreme Court in the Owens and 
Obici casks,” in affirming the decision of the 
Fourth Gircuit, stated in part: 

“|. and as the property involved was 
subject to depreciation and of less value 
in the ta4xable year than its original cost, 
we think, section 113 (b) (1) (B) must be 
used as a4 limitation upon the amount of the 
deductiog so that it may not exceed cost, 
and in the case of depreciable non-business 
property}may not exceed the amount of the 
loss acttfally sustained in the taxable year 


rs © Cited t footnote 8. 


measured by the then depreciated value of 
the property.” 


The language of the two courts is un- 
happily not as explanatory as one could 
wish. The circuit court argues that depreci- 
ation on cost of nonbusiness property results 
from use and is a nondeductible personal 
expense. It would seem to follow that cost 
of the nonbusiness property must be ad- 
justed to reflect the annual realized but non- 
deductible depreciation of cost through use. 
The Supreme Court apparently discards this 
argument as to cost basis, as it ignores de- 
preciation on cost and holds that the allow- 
able deduction may not exceed cost. The 
high court does bring out the sustained- 
depreciation concept as affecting “value” 
when it states that in the case of depreciable 
nonbusiness property, the allowable loss de- 
duction may not exceed the amount of the 
loss actually sustained in the taxable year 
measured by the then depreciated value of 
the property. The Supreme Court perhaps 
recognized that in an inflationary period the 
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Examples Illustrating Results of G. C. M. 21013 


Assuming No Insur- 
ance or Other Recovery 
—_—_—_—_—_—_.... 

Remaining 
Tax-Cost Allowable Tax-Cost 
Basis Loss for Basis 
Before Tax after 
Flood Purposes Loss 


$150 $ 50 $ 50 

200 0 200 100 0 
200 50 150 100 0 
75 25 50 50 50 
75 0 75 75 0 


Fair-Market-Value Basis 


SE 


Actual 
Economic 
Loss 


$ 50 


After 
Flood 
$200 


Before 
Flood 


Case 
Number 


fair market value of used property might 
exceed its original cost. 


Soon after the Supreme Court’s decision 
in the Owens and Obici cases, the chief coun- 
sel of the Bureau of Internal Revenue issued 
a general counsel’s memorandum ™ express- 
ing the Bureau’s conclusions in the light of 
this decision. 


Somewhat peculiar results are obtained in 
applying the decision and memorandum to 


specific cases of casualty losses on nonbusiness 
property of individuals. 


In case A the taxpayer still has $150 fair 


value left after the flood, which is $50 in 
excess of his tax-cost basis. Nevertheless he 


is allowed his actual economic loss of $50. 
The remaining tax-cost basis of $50 can be 
used in future tax transactions. 


In case B the taxpayer lost all his prop- 


erty. Because of higher economic levels, 
the taxpayer actually lost $200 in fair value 
of property. Nevertheless his allowable loss 
is limited to $100, the entire tax-cost basis 
of his property. No tax-cost basis remains 
for future use in tax transactions. 


In case C the taxpayer still has $50 of 
fair value left after the flood, but since his 
actual economic loss is $150 he can deduct 
his entire tax-cost basis of $100 as a loss. 
No tax-cost basis remains for use in future 
tax transactions. 


In case D the taxpayer has only $25 of 
fair value left after the flood, but because 
the property was worth only $75 before the 
flood, he gets only a $50 allowable loss. The 
remaining tax-cost basis of $50 can be used 
in future tax transactions. 


In case E the taxpayer lost all his prop- 
erty, but because its fair market value was 
only $75, his allowable loss is limited to $75. 


1G. C. M. 21013, 1939-1 CB 101, citing G. C. M. 
16255, XV-1 CB 115. 

2 See footnote 11. 

13 See footnote 11. 
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Since, as a matter of fact, he has no prop- 
erty left, the unrecovered tax-cost basis of 
$25 has been lost forever and he can get no 
tax benefit therefrom. 


Because of the peculiar results as to both 
allowable loss and remaining tax basis and 
conflicting interpretations by tax practi- 
tioners, the above examples were submitted 
to the Washington office of the Bureau of 
Internal Revenue for unofficial approval. 
The writer was informed that the examples 
correctly present the Bureau’s interpretation 
of the Supreme Court’s decision in the Owens 
and Obici cases and the Bureau’s general 
counsel memoranda ” pertaining to nonbusi- 
ness property losses of individuals. 


The Bureau further indicated that many 
individual taxpayers in the flood area are 
confused regarding nonbusiness property 
losses. Many people bought homes ten or 
15 years ago for $5,000, which homes are 
today worth $15,000 to $20,000 because of 
inflated conditions. In some cases these 
homes are a total loss as a result of the 
flood. Most taxpayers assumed that they 
could take a loss of $15,000 or $20,000, which 
represents the full fair market value of the 
property which was destroyed. However, 
the Bureau has been ruling uniformly that 
where a home cost only $5,000 and such 
home was totally destroyed, the taxpayer 
can deduct only $5,000 as an allowable loss, 
notwithstanding the fact that such home 
may have been worth $20,000 on the market 
just before the flood. 


It should be stated, in connection with 
the determination of an allowable casualty 


‘loss on the nonbusiness property of an 


individual, that the general counsel’s memo- 
randum™ and supporting court decisions ™ 


14 Grant, CCH Dec. 8613, 30 BTA 1028 (1934); 
Whipple v. U. 8., 1 ustc { 304, 25 F. (2d) 520 
(DC Mass., 1928). 
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h the tax principle that the land 
including trees and 
, should be considered an integral, 
inseparaljle part of the entire property, and 
no ar basis should be apportioned thereto. 
Flood &nd other casualty losses sustained 
during the taxable year on business or in- 
vestment} property are deductible by all 
taxpayer$.” 
The r 
loss on 
previous 


es for determining the amount of 
usiness property differ from the 
discussed rules pertaining to non- 
business ;property of individuals. As to 
business fproperty, the allowable flood-loss 
deduction for all taxpayers is the adjusted 
basis for determining the loss from the sale 
or other flisposition of the property.” 


Wheretcomplete destruction of the prop- 
erty has becurred, the entire adjusted basis 
is the logs. If only partial destruction or 
damage ig§ involved, a proportionate part of 
the adjusted basis represents the loss. 

The - for determining loss on partially 
destroyed property, as stated in a general 
counsel’s{memorandum,” is that the deduc- 
tible lossfis the same percentage of the de- 
preciated!cost which the destroyed portion 
is of the entire property. 

The lo$s percentage to be applied to the 
depreciatéd cost is developed ordinarily on 
the basisiof the relationship of loss at fair 
market value to the total fair market value 
of the property before the casualty. As a 
practical imatter this would mean that the 
fair market value of the prgperty both be- 
fore and jafter the flood would have to be 
determined. The difference between the two 
values represents the loss at fair market value. 


The use of this formula would seem to 
result in 4 fair computation of the allowable 
loss. It ig not used in many cases, probably 
because of the practical difficulty of obtain- 
ing credible evidence of the fair market value 
of property immediately before the casualty. 
Ordinarily an appraisal is thought of after 
the casualty has occurred and has already 
destroyed or damaged the property. 


Ina faitly recent case ® pertaining to par- 
tial destruction of commercial fruit tree 
groves, the court found the taxpayer’s for- 
mula for developing a loss percentage rea- 
sonable and accurate. In this formula the 
various casts which went into the total cost 
ofa prodycing tree were set forth, and then 


18 Code Stcs. 23 (e), (f). 

16 Code Sec. 23 (i). 

7G. C. M. 6122, VIII-2 CB 115. 

% Krome; CCH Dec. 17,543(M), 9 TCM 178 
(1950). 

1” Harris: Hardwood Company, 
15,737, 8 TC 874 (1947). 


CCH Dec. 


it was estimated which of these components 
still remained after the hurricane. This of 
course depended on the extent of the dam- 
age to each tree. The weighted average 
of the percentage of loss for the trees in 
each grove was taken as the percentage of 
loss to be applied to the tax basis of each 
grove, and the loss for each grove was thus 
determined. Fair market value in this 
instance was not used. However, the tax- 
payer’s method of developing a loss per- 
centage was accepted by the court. 

A 1947 flood-loss decision” is somewhat 
unsatisfactory, as the court only allowed a 
deduction in the amount of the actual ex- 
penditure for grading and dirt fill to build 
a new river levee and to replace washout 
damage to roads and trackage. 


The importance of a proper determination 
of the amount of the flood loss is emphasized 
by this case. The evidence showed that 
damage inflicted by the flood which was not 
repaired included settled piers and a sagging 
roof and floor in the warehouse, crumbled 
retainer walls in kilns, an undermined gar- 
age floor and a cracked wall in the boiler 
house. The cost of making these repairs 
was estimated to be $5,000. The court ac- 
cepted testimony that the taxpayer’s unde- 
preciated cost of permanent structures was 
far in excess of the claimed loss. The court 
found from the testimony that unrepaired 
floor damage to the taxpayer’s plant at the 
end of 1940 was estimated to be at least 
$5,000, but the court was unable to find as 
a fact that the taxpayer sustained a loss by 
flood of $5,000. 

Apparently no formula for determining 
loss was presented to the court by the tax- 
payer. In view of this decision and the 
language of the applicable Code section,” 
it is recommended that taxpayers with par- 
tial business losses due to casualty should 
fortify their tax position by developing an 
appropriate and credible partial-loss percent- 
age to be applied to the adjusted basis for 
determining the loss from the sale or other 
disposition of the property. 

A number of cases have been decided 
without resort toa formula. Casualty losses 
have been allowed using the cost of repairs 
as a measure of loss.“ If cost of repairs 
is relied upon by taxpayers as the measure 
of loss, careful compliance with the condi- 

20 Code Sec. 23 (i). 

1 Smith v. Commissioner, 37-1 ustc J 9296, 19 

F. Supp. 377 (DC N. H.); Seward City Mills, 


CCH Dec. 11,767, 44 BTA 173 (1941); W. F. 
Harmon, CCH Dec. 17,196, 13 TC 373 (1950). 
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tions specified by the Tax Court as a 
prerequisite to acceptance of repairs as a meas- 
ure of loss is essential. The conditions are 
that the evidence must show (a) the cost of 
the necessary repairs to the property, (b) 
that such repairs did not care for more than 
the damage, (c) that the amount paid for 
repairs was not excessive and (d) that 
the repairs did not increase the value of the 
property over its value just prior to the 
casualty. Reliance on repairs as a measure 
of the casualty loss leads to difficult ques- 
tions of opinion as to where repair expense 
ends and capital improvement begins. There 
appears to be a tendency on the part of the 
courts to limit the former to “incidental” 
repairs and to allocate “substantial” repairs 
to the latter, nondeductible category. 


Insurance or Other Compensation 
Received 

The Code provides ™ that casualty losses 
of taxpayers are not deductible from gross 


income to the extent they are compensated 
for by insurance or otherwise. 


The Commissioner of Internal Revenue 


has further ruled™® that any insurance or _ 


other compensation received must be applied 
to the amount of the casualty loss on non- 
business property of individuals otherwise 
determined, whether measured by the dif- 
ference between the fair value of the prop- 
erty immediately before and immediately 
after the casualty or limited to the adjusted 
tax basis of the property. For example, a 
personal residence was totally destroyed by 
casualty. Its value immediately preceding 
the casualty was $18,000 and immediately 
after, zero; its adjusted basis was $10,000 
and insurance received was $7,000. The loss 
is limited to the adjusted basis of $10,000 
less the $7,000 insurance received, or $3,000. 
The Commissioner presents the following 
example in the case of partial destruction: 
An automobile used for nonbusiness pur- 
poses cost $3,000; its value just before the 
casualty was $1,000 and just after was 
$100, and the insurance recovered was $700. 
The deductible loss is $200 ($1,000 — $100 
— $700). 


Burden of Proof of Loss 


It has been settled by many court deci- 
sions that the burden of proof is on the 
taxpayer to prove the fact of his property 
loss in the taxable year and the amount 

22 Code Secs. 23 (e), (f). 


3 Letter ruling, October 21, 1950; I. T. 4032, 
1950-2 CB 21. 
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The Missouri Attorney General says: ‘‘The 
State Tax Commission is without authority 
to reassess real estate or to abate taxes 
on property which was duly assessed on 
January 1, 1951, and which subsequent to 
that date, suffered a reduction in value 
due to floods in June and July of 1951.” 


thereof. Failure to prove his loss leaves 
the taxpayer with an unenforceable claim.™ 


The flood victim should promptly move 
to prove his loss. The fact that the recent 
flood occurred is of general knowledge. 
However, each taxpayer concerned should 
show how the flood directly affected his 
property. This can be done by obtaining 
photographs of the property, inside and out, 
and of the surrounding area. If photo- 
graphs are available of the taxpayer’s prop- 
erty just before the flood, the contrast of 
conditions before and after the flood will 
be persuasive and convincing. Newspaper 
pictures and articles pertaining to flood con- 
ditions in the taxpayer’s vicinity will be 
credible evidence that the property was 
affected by the flood. 


Expenditures by the taxpayer for clean- 
ing, removing debris and rehabilitating the 
property should be evidenced by cancelled 
checks, bills, vouchers or receipts. 

Affidavits, depositions, appraisals, or at 
least estimates in writing, should be ob- 
tained without delay from competent real 
and personal property appraisers, engineers, 
architects or other local experts who are 
qualified to judge and attest to the value of 
the property before and after the damage. 
The valuation should be in considerable 
detail and should cover each item so far 
as possible. Bids from building contractors 
could be obtained for repairing and re- 
furbishing the damaged buildings so as to 
restore them to their condition just before 
the flood. 


Some courts have held that where the 
repairs are reasonable in amount and merely 
restore the property to its former condition 
without extending the life of the property 
beyond the expectancy at the date of the 
flood, the repairs represent the measure 
of the flood loss. Accordingly, repair ex- 
penditures should be supported by bills, 
job orders, vouchers or similar evidence. 

** Houston v. Commissioner, 2 ustc {| 710, 283 


U. S. 223 (1931); Long v. Commissioner, 38-1 
ustc {| 9282, 96 F. (2d) 270 (CCA-9). 
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Since, technically, the taxpayer’s property 
loss is limited to the adjusted cost basis of 
the property, in case of complete destruc- 
tion, and is limited to a proportionate part 
of such adjusted cost basis, in case of par- 
tial destruction, the taxpayer must prove 
up the adjusted cost of the damaged prop- 
erty. The original cost of the taxpayer‘s 
property should be evidenced by a purchase 
contract, deed or other document. Improve- 
ments to the property of a capital nature 
from date of acquisition should be supported 
by checks, vouchers, bills, receipts or other 
evidence. 


Because price levels will be generally 
higher than at date of acquisition of the 
damaged property, the average taxpayer 
will be unable to replace his property at the 
original cost price. The excess cost of re- 
placement is, unfortunately, technically not 
includible in the amount of deductible flood 
loss because of the limitation of loss to the 
adjusted cost basis or a part thereof as 
mentioned above. 


Inventories of raw materials, work-in- 
process and finished products on hand just 
prior to the flood may be substantiated by 
perpetual book inventory records, if avail- 
able. Where no perpetual inventory record 
has been maintained, the taxpayer may 
compute the approximate cost of inventory 
on hand at the time of the flood by use of 
the well-known gross-profit method. This 
method is based upon the average rate of 
gross profit as shown by operating state- 
ments of recent periods adjusted to give 
effect to recent price changes and seasonal 
or other unusual occurrences affecting the 
rate of gross profit. The ratio is applied to 
sales for the period to the date of the flood. 
The resulting gross profit is subtracted from 
sales to obtain the cost of sales for the period. 
The inventory on hand at the instant of 
the flood would then be determined by de- 
ducting the cost of sales from the sum of 
the inventory at the beginning of the period 
and the purchases for the period. The fore- 
going method has been often used by 
insurance companies in settling fire losses. 
It may well be used to determine the ap- 
proximate inventory loss from the flood. 
If no proof of inventory loss is necessary 
for insurance or other purposes, the in- 
ventory flood loss need not, as a practical 
matter, be computed. Subsequently, when 
physical inventories are taken, the inven- 
tory flood loss will automatically reflect it- 
self as an increase in cost of sales. Where 


23 Montgomery, CCH Dec. 15,594(M), 6 TCM 
77 (1947). 


inventory loss is large in particular cases, 
management will desire to avoid distortion 
of the cost of sales by proper adjustment 
for the estimated flood loss. 


Some case examples of means used by 
taxpayers to prove up their losses are of 
interest. In a case involving damage to a 
Florida estate by a freeze, the taxpayer’s 
superintendent estimated the damage im- 
mediately after the freeze and supported it 
with an itemized list of tree and shrub dam- 
age, and such amount was claimed in the 
return. The court found this to be the cor- 
rect amount of loss, lying between the two 
extremes of expert witnesses for both sides.” 


A house and its contents were completely 
destroyed by fire. The taxpayer, his wife 
and an interior decorator who was familiar 
with the taxpayer’s furnishings made a de- 
tailed list of over 300 items or groups of 
items with the cost thereof and an estimate 
of their values at the time of the fire. The 
court held that it was probably as accurate 
and complete a list as could be prepared, 
except that the “value” as to each listing 
might be open to question. Based on all 
the evidence and the unrebutted expert tes- 
timony of the interior decorator, a sub- 
stantial loss on the contents at fair market 
value, which was less than cost, was 
allowed.” 


Where trees on an estate were destroyed 
by a hurricane, the unrebutted testimony of 
a real estate appraiser, a forest engineer 
and a former commissioner of parks as to 
the decrease in the value of the estate, and 
other testimony as to the cost of replacing 
trees necessary to restore the value enabled 
the court to approve the amount claimed 
by the taxpayer in the return. The court 
observed that the loss claimed and allowed 
was less than the adjusted basis of the 
estate.” 


In another case the taxpayer was the 
owner of a residential farm of 120 acres 
containing a natural woodland of 60 acres. 
An ice, sleet or windstorm damaged or de- 
stroyed most of the shrubs and trees. The 
taxpayer testified that the value of her es- 
tate prior to the storm was $197,000 and 
after the storm $194,000. Her testimony 
was supported by a local experienced dealer 
and appraiser of real estate in the vicinity. 
The court denied any deduction except the 
expense of cleaning up and removing the 
debris caused by the storm, because the tax- 

26 Shackleford, CCH Dec. 16,627(M), 7 TCM 


694 (1948). 
27 Cary, CCH Dec. 11,121-F (1940). 
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payer made no effort to make any detailed 
account or estimate of the damage alleged 
to have been caused by the storm. There 
was no proof as to the quantity of the 
mutilation and no proof of the number of 
trees which existed before the storm and 
the number existing after the storm, and 
accordingly the amount of the damage done 
was too uncertain and indefinite to form a 
basis for a deduction from gross income.” 


Abandonment of Property 


Current news releases have stated that 
at least two large corporations would not 
reopen their plants and presumably would 
abandon or demolish them for the reason 
that the cost of restoration to preflood con- 
dition was too great a financial burden and 
economically unsound. The allowable flood- 
loss deduction in such case and in other 
cases of complete loss would consist of 
the remaining adjusted tax-cost basis of the 
plant less any salvage and insurance or 
other compensation received, if any. Of 
course the cost of cleanup and debris re- 
moval would also be deductible. 


The question might arise in the afore- ° 


mentioned situation as to whether two loss 
elements are present—one, a partial flood 
loss and two, an ordinary abandonment loss. 
The latter would consist of any remaining 
adjusted property base after properly cost- 
ing out the portion computed to be the 
flood loss. As a practical matter if there 
is true abandonment, the distinction be- 
tween the two losses, if such there be, is 
of no practical significance from a tax 
standpoint. It appears obvious that the 
abandonment portion of the loss could not 
be held to be a normal retirement and con- 
sequently could not be held to be deductible 
where a taxpayer uses the composite method 
of depreciation. The disallowance could only 
be asserted on the basis that the date of 
abandonment represented the normal life 
expectancy of the property which was con- 
templated at the inception when composite 
depreciation rates were established. Such 
a contention should have little or no weight 
under the circumstances as the abandon- 
ment can be connected directly to the inci- 
dence of the flood.” 


Some selected cases in which taxpayers 
alleged abandonment are of interest. A 
taxpayer carried on manufacturing opera- 


*8 Richardson, CCH Dec. 212, 1 BTA 576 (1925). 
*°? Regs. 111, Sec. 29.23(e)-3. 
% S. 8S. White Dental Manufacturing Company 


4 U. 8., 44-1 ustc J 9301, 55 F. Supp. 117 (Ct. 
B3. 
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tions at three locations. It decided to trans- 
fer the operations of one plant to one of 
the other locations after expansion of the 
latter. When the new plant was ready, 
operations were transferred and the old 
plant was alleged to be abandoned. The 
taxpayer’s directors estimated the salvage 
of the old plant at the date of abandon- 
ment and subsequently in the same year 
sold it for a slightly higher figure. The 
Commissioner contended a sale occurred 
and not an abandonment. Therefore, a 
capital loss resulted which was limited to 
$2,000 under the prevailing statute. The 
court held in favor of the taxpayer and 
stated that when an individual discards 
capital assets, he hopes to sell the discard 
and has an opinion or hope as to how much 
he will get for it. When and if he sells, 
he is not selling a current capital asset 
but is salvaging a discarded capital asset.” 


In another case the taxpayer owned a 
large building which was rented to the 
United States as a post office. In 1939 the 
government vacated the premises and des- 
pite diligent efforts the building was not 
rented until 1941. The taxpayer deducted 
the entire remaining adjusted cost of the prop- 
erty in 1939 on the ground that the property 
had no further useful life and was obsolete. 
The court, in denying the deduction, stated 
that it was clear the building was neither 
discarded, abandoned nor sold, a necessary 
requirement to a deduction for a loss. The 
court also said that the fact that the par- 
ticular use for which a building was erected 
is discontinued does not, in itself, denomi- 
nate obsolescence.” 


Nonuse of the property alone is not suf- 
ficient to establish abandonment. In order 
to have an abandonment it is necessary that 
there be an intention of the owner to aban- 
don the property, coupled with an act of 
abandonment, both of which must be as- 
certained from all the surrounding facts and 
circumstances.” 


A bottling company built a new plant 
and transferred its bottling operations thereto 
on an expanded basis. The old plant was 
transferred to the building contractor as 
part payment of the cost of construction of 
the new building. The taxpayer contended 
the disposition of the old plant was either 


.a nontaxable exchange or an abandonment 


and not a sale. Certain tax advantages were 
involved in either contention. The court 

31 Fastern Building Corporation, CCH Dec. 
13,827(M), 3 TCM 267 (1944). 


%2 Boston Elevated Railway Company, CCH 
Dec. 18,282, 16 TC 1084 (1951). 
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held the transaction to be a sale. It said 
there were no facts established justifying 
a finding of abandonment or of the loss 
being due to obsolescence. The old plant 
was an operating plant at the time the tax- 
payer moved to its new building, and its 
use asa bottling plant could have been 
continued. The testimony of the taxpayer’s 
president was not that the plant was aban- 
doned but that its sale was determined 
upon. A claim of loss consequent upon the 
abandonment of property must be supported 
by clear and convincing proof to abandon 
and discard the property. 


A mere intention to abandon is ineffectual 
unless coupled with a voluntary relinquish- 
ment of possession and control. To effec- 
tuate the abandonment of real property 
there must be a concurrence of the act of 
leaving the premises vacant and unoccupied 
with the intention of not returning. There 
must be some clear and unmistakable af- 
firmative act indicating a purpose to repudi- 
ate ownership.* 


It is clear that taxpayers should take 
affirmative action if complete abandonment 
of flooded premises is intended. Resolu- 
tions expressing the taxpayer’s intention to 
abandon the property on a particular date 
should be made a matter of record, together 
with proof of adjusted cost and salvage. 
The record should also show that the prop- 
erty was demolished, scrapped or other- 
wise disposed of or disconnected from the 
taxpayer so that the fact of abandonment 
is obvious. 


Basis of Property 


As to the basis for determining the 
amount of deduction for the flood loss sus- 
tained, Section 23 (i) of the Code states 
that the basis shall be the adjusted basis 
provided in Section 113 (b) for determining 
the loss from the sale or other disposition 
of property. Ordinarily, adjusted basis is 
cost in,the case of nonbusiness property 
and cost less sustained depreciation in the 
case of business property. 

Offhand, to obtain the tax-cost basis 
would seem fairly simple. Where cash is 
expended for a particular unit, the taxpayer 
has no ‘difficulty in proving up cost, pro- 
vided the necessary evidence of his pur- 
chase, such as paid bills, cancelled checks 
or other credible records, can be produced. 


33 Bloomington Coca-Cola Bottling Company, 
CCH Dec. 17,798(M), 9 TCM 666 (1950). 

3% Helvering v. Jones, 41-2 ustc { 9567, 120 F. 
(2d) 828 (CCA-8). 


But suppose the taxpayer has purchased 
a group of properties in a “basket” trans- 
action and has complete records thereof. 
It becomes quite difficult to look back and 
say indisputably what portion of the total 
price for the “basket” was applicable to 
particular items of property in the “basket.” 

Occasionally where corporations have 
undergone taxable reorganizations in their 
history, the fair market value of their prop- 
erties at date of reorganization becomes the 
tax-cost basis of their properties. Often 
in reorganizations just one total amount is 
agreed upon as being the fair market value 
of the entire business which might consist 
of many properties, tangible and intangible, 
in various locations. If any part of the re- 
organized property is involved in the flood, 
the determination of the tax-cost basis of 
the particular property becomes a major 
problem. 

Again, where properties have been trans- 
ferred in tax-free reorganizations the tax 
basis of the properties in the hands of the 
transferor ordinarily becomes the tax basis 
to the transferee. Occasionally, detailed rec- 
ords in such instances are not available and 
strict proof of basis becomes impossible. 

Another basis complication arises where 
property destroyed was originally received as 
a gift. Depending on the date of the gift, 
the basis could be either fair market value 
at date of gift or basis of the donor. 

The computation of proper and accurate 
reserves for depreciation is oftentimes a 
major problem in proving adjusted basis. 
Many other complicating factors in proving 
basis could be enumerated but are beyond 
the scope of this article. 


Taxpayers may take some small comfort 
in this connection from the language of the 
courts. The First Circuit Court of Appeals 
has stated: * 

“While . . . the courts have held that 
where a material fact on which relief de- 
pends is not susceptible of proof, it leaves 
the party on whom the burden rests with 
an unenforceable claim, still we do not think 
justice should be denied him who offers 
substantial proof of value when that is the 
material fact, because he cannot prove it 
with mathematical exactness.” 


The Second Circuit Court of Appeals said 
in a case in which the taxpayer could not 
prove the exact amount of his travel and 
entertainment expenses: “ 


% Conrad & Company, Inc. v. Commisisoner, 
5 ustc J 1644, 50 F. (2d) 576 (1931). 


% Cohan v. Commissioner, 2 ustc { 489, 39 F. 
(2d) 540 (1930). 
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“The Board refused to allow him any 
part of this [travel and entertainment ex- 
pense], on the ground that it was impossible 
to tell how much he had in fact spent, in 
the absence of any items or details. The 
question is how far this refusal is justified, 
in view of the finding that he had spent 
much and that the sums were allowable 
expenses. Absolute certainty in such mat- 
ters is usually impossible and is not neces- 
sary; the Board should make as close an 
approximation as it can, bearing heavily if 
it chooses upon the taxpayer whose inexacti- 
tude is of his own making. . . . It is not fatal 
that the result will inevitably be speculative; 
many important decisions must be such.” 


While it may be hoped that justice will 
be done where deserved, taxpayers would 
be well-advised to gather all evidence pos- 
sible to support their claimed adjusted basis 
for flood-damaged property. 


Salvage 


Salvage has been defined ™ as the amount 
realizable from the sale or other disposi- 
tion of items recovered when property has 


become no longer useful in the taxpayer’s © 


business and is demolished, dismantled or 
retired from service. When reduced by the 
cost of demolishing, dismantling, and re- 
moval, it is referred to as net salvage. 


The determination of salvage value di- 
rectly affects the computation of the allow- 
able flood-loss deduction. Salvage value in 
the usual case is established by manage- 
ment on the basis of informed personal 
judgment or more preferably by obtaining 
independent competent appraisals of salvage 
value or offers to purchase, or by actual sale 
of the property. 


Some cases bearing on the determination 
of salvage are of interest. While it may 
appear, offhand, that there is some salvage 
value present, if the taxpayer can find no 
market for the salvage and all expectation 
of a recovery from salvage is abandoned, 


no value for the salvage need be taken into 
account.™ 


In another case involving loss of useful 
value due to change in business conditions, 
the taxpayer was ready and willing at all 
times to sell certain idle machines for one 


* Bureau of Internal Revenue Bulletin ‘F’’ 
(revised, January, 1942), p. 7. 

% Leavenworth, CCH Dec. 278, 1 BTA 754 
(1925). 

»® Automatic Transportation Company, CCH 
Dec. 1184, 3 BTA 505. 

” Harris Brothers Dairy Company, CCH Dec. 
3450, 10 BTA 293 (1928). 


Billion Dollar Flood Loss 


tenth of their original cost but was unable 
to sell them. The court held that the tax- 
payer was entitled to deduct the difference 
between the cost of the machines and the 
salvage value thereof which was determined 
to be 10 per cent of the original cost, 
the amount fixed by the taxpayer.” 


In a case involving obsolescence of cer- 
tain machinery, an obsolescence deduction 
was denied because the taxpayer offered no 
proof whatever as to the salvage value of 
the asset upon which the deduction was 
claimed. Books and records were incom- 
plete and the president was unable to say 
what disposition was made of the machinery.” 


In another case also involving obsoles- 
cence of machinery, the taxpayer proved 
that the salvage value of all of it was less 
than dismantling and removal costs, and 
therefore the loss was represented by the 
depreciated cost of the machinery. The 
building which contained the machinery was 
also claimed as an obsolescence loss, but the 
court disallowed the building-obsolescence 
loss on the ground that it was still owned 
by the taxpayer, it was in good condition and 
no evidence was offered which would indi- 
cate that it could not have been sold, leased 
or otherwise put to profitable use.“ 


In a fairly recent case the court looked 
to the history of sales of discarded machines 
rather than to an estimate appearing on the 
taxpayer’s books to determine salvage value.” 


‘Where a fair and reasonable estimate of 
salvage value is made at the time of aban- 
donment of the property and the tax return 
is filed reflecting such estimate, the exam- 
ining revenue officer ordinarily will not re- 
quire adjustment of the estimate to the 
actual amount realized in a subsequent tax- 
able period. The difference between the 
estimate and the actual salvage, if not sig- 
nificant, can be considered an ordinary year- 
end lap-over item under the regulations. 


Actual v. Standard Deduction— 
Individuals 


Losses of nonbusiness property may be 
deducted by the individual taxpayer only if 
he itemizes nonbusiness deductions on his 
tax return and does not use the optional 
standard deductions.“ Ordinarily, where 


41 Rising Sun Brewing Company, CCH Dec: 
6805, 22 BTA 826. 


42 Bolta Company, CCH Dec. 14,884(M), 4 TCM 
1067 (1945). 

43 Regs. 111, Sec. 29.43-2. 

“ Treasury Department Information Service 
Release S-2758, July 20, 1951. 
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the amount of the flood loss plus other 
nonbusiness deductions exceeds the optional 
standard deduction of 10 per cent of ad- 
justed gross income or $1,000, whichever 
is applicable, it will be advantageous to 
itemize nonbusiness deductions, including 
the flood loss. The Revenue Act of 1951 
provides that for taxable years beginning 
after December 31, 1949, with certain con- 
ditions a taxpayer may change his election 
to take the standard deduction after the 
filing of his return for the year. 


Deductibility for State Income Tax 
Purposes 


Usually state income tax laws and regu- 
lations closely follow the tax principles of 
the federal government in the allowance of 
deductions for casualty losses. The tax basis 
of property, however, may vary from the 
federal computation, particularly if rates 
of depreciation are inconsistent with those 
used in the federal return. Full considera- 
tion must be given to any salvage value 
and to any insurance or other compensa- 
tion received in determining the amount of 
loss actually sustained. Individuals are per- 
mitted to deduct their casualty losses on 
nonbusiness property. However, in deter- 
mining the amount of the allowable loss, 
states may not be inclined to follow federal 
decisions “ and rulings.“ 


With few exceptions, state income tax 
laws permit deductions for casualty losses 
to personal property as well as business 
property. One of the Midwestern flood 


states allows casualty-loss deductions only 
if the property is used in the trade or busi- 
ness. When nonbusiness property is in- 
volved, the loss is considered a personal 
loss and is not deductible.* Income tax 
laws and regulations of each state vary to 
some extent so taxpayers should inquire 
into the income tax law, if any, of the par- 
ticular state in which they have suffered 
flood losses. 


Living First, Taxes Second 


We have read and considered the com- 
plicated burden of proof faced by the vic- 
tims. They must have proof the flood 
happened to each of them, proof of fair market 
value of property before and after casualty, 
proof of adjusted tax basis of property de- 
stroyed in whole or in part, proof of cost 
of rehabilitation and repairs and proof of 
salvage. 


These difficult problems must be solved 
by the taxpayers, but they are secondary. 
Coping with the physical effect of the catas- 
trophe on their daily economic life is ini- 
tially most important. Tax complexities are 
considered later when conditions approach 
normal. Then, unfortunately, proof is more 
difficult and perhaps impossible. Aside from 
the tax complications, consider the replace- 
ment cost of the property destroyed—at 
current inflated values, the financial burden 
of replacement may be insurmountable. 

The tax problems as well as the economic 
problems of the flood victims should and 
no doubt will receive sympathetic consid- 
eration. ; [The End] 


STATE INCOME TAX MEMOS 


What states have income taxes? Alabama, 
Arizona; Arkansas, California, Colorado, 
Connecti¢ut, Delaware, District of Columbia, 
Georgia, Idaho, Indiana, Iowa, Kansas, 
Kentucky, Louisiana, Maryland, Massa- 
chusetts, Minnesota, Mississippi, Missouri, 
Montana, New Hampshire, New Mexico, 
New York, North Carolina, North Dakota, 
Oklahoma, Oregon, Pennsylvania, Rhode 
Island, South Carolina, Tennessee, Utah, 
Vermont, Virginia, Wisconsin. 


When must returns be filed? On or be- 
fore January 31 in Indiana. On or before 
March 15 in Alabama, Arizona, California, 
Georgia, Idaho, Minnesota, Mississippi, 


an 
45 Sec. 308, Revenue Act of 1951. 
# See fcotnote 8. 


North Carolina, North Dakota, Oklahoma, 
South Carolina, Utah, Wisconsin. On or 
before March 31 in Iowa, Missouri, Mon- 
tana. On or before April 1 in Connecticut. 
On or before April 15 in Colorado, District 
of Columbia, Kansas, Kentucky, Maryland, 
Massachusetts (personal income tax re- 
turns, others due on the tenth), New 
Mexico, Oregon, Pennsylvaina, Virginia. 
On or before April 30 in Delaware. On or 
before May 1 in New Hampshire and Rhode 
Island. 


On or before May 15 in Arkansas, 
Louisiana, New York, Vermont. On or 
before July 1 in Tennessee. 


47 See footnote 11. 
48 Towa Income Tax Regs. 8, Art. 164. 
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Excess Profits Tax Relief 


in the Tax Court 


By ROY A. WENTZ 


THE AUTHOR, IN THE LEGAL DEPARTMENT OF E. |. DU PONT DE 
NEMOURS & COMPANY, CONTENDS THAT MANY OF THE INTER- 
PRETATIVE QUESTIONS CONCERNING SECTION 722 HAVE NOT 


BEEN SATISFACTORILY ANSWERED BY THE TAX COURT 


*‘ECTION 722 of the Internal Revenue 
Code was enacted as a relief measure 
to mitigate the effect of the heavy excess 


profits tax imposed by the Revenue Acts of.- 


1940, 1941 and 1942. At the administrative 
level, principally through consideration by 
the Excess Profits Tax Council, a net of 
some $91,000,000 had already been returned 
to taxpayers through the fiscal year ended 
June 30, 1950. There were at that time 
claims pending before the internal revenue 
agent’s office, the Excess Profits Tax Coun- 
cil and the Tax Court in the total amount 
of $4,500,000,000.2 Aside from the wide 
interest which the disposition of so large an 
amount would ordinarily engender, the 
similarity of the language of several of the 


_relief sections of the excess profits tax im- 


posed under the Revenue Act of 1950 and 
Section 722,? now repealed, may result in a 
limited application of interpretations of 
Section 722 to the consideration of relief 
computations under the present act. 


1Press Release, October 3, 1950. See Federal 
Register, October 21, 1950. Code Sec. 722 (g) 
requires the Commissioner to publish a list 
annually of all cases in which relief has been 
allowed during the year. 

2 While the 1950 act attempted to spell out 
the specific conditions under which relief will 
be allowed, much of the language was borrowed 
from the repealed Sec. 722. Compare Secs. 442 
(1) and (2) with Sec. 722 (b) (1) and (b) (2), 
See. 446 with Sec. 722 (b) (3) and Secs. 443 and 
444 wi.h Sec. 722 (b) (4). See also Alexander, 
“General Relief Provisions of the Excess Profits 
Tax Act of 1950,’’ 60 Yale Law Journal 395 
(1951). 

3 Code Sec. 732. The Tax Court has decided 
tha: it has no jurisdiction to consider a claim 


Excess Profits Tax Relief 


All of the judicial opinion involving sub- 
stantive relief under Section 722 is neces- 
sarily found in decisions of the Tax Court. 
Congress placed jurisdiction of appeals from 
the disallowance of Section 722 claims ex- 
clusively with that body so that its deci- 
sions, except where matters of jurisdiction 
are involved, are not reviewable.* Because 
of this fact, the decisions of the Tax Court 
have always had a strong impact on the 
guiding rulings of the Excess Profits Tax 
Council which is the final administrative au- 
thority in considering Section 722 claims, 
unless there is an appeal to the Tax Court. 
Thus, decisions of the Tax Court in favor 
of a taxpayer can be expected to result in 
a more favorable disposition of claims pend- 
ing before the administrators. While sev- 
eral taxpayers have succeeded in overthrowing 
the Commissioner’s disallowance of their 
claims, the great bulk of the Tax Court 
authority has been in favor of the Com- 
missioner. However, with the bigger claims 


for relief under Sec. 722 in a proceeding based 
upon a notice of deficiency where the Com- 
missioner has not formally rejected the Sec. 
722 claim. Uni-Term Stevedoring Company, 
Inc., CCH Dec. 13,947, 3 TC 917 (1944); Pioneer 
Parachute Company, Inc., CCH Dec. 14,134, 
4 TC 27 (1944). It has also held that even 
where an application for relief has been re- 


‘jected, it must be shown that the claimant 


had paid excess profits tax in order for the 
Court to have jurisdiction. American Coast 
Line, Inc., CCH Dec. 14,924, 6 TC 67 (1946), 
aff'd 47-1 ustc § 5906, 159 F. (2d) 665 (CCA-2); 
Pohatcong Hosiery Mills, Inc. v. Commissioner, 
47-1 ustc § 5910, 162 F. (2d) 146 (CCA-3), aff’g 
CCH Dec. 15,054(M), 5 TCM 185 (1946). 
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just now reaching docketed status in the 
Tax Court, it can be expected that the 
future will present many more vigorously 
argued ¢ases.* 


Cases have presently been litigated under 
every subsection of Section 722, but many 
of the administrative rulings of the Excess 
Profits Tax Council are still to be tested.* 
Since the peculiar fact situation has, to a 
large extent, governed the granting of re- 
lief, many principles which will be applied 
in interpreting the statute are not well 
established. It is clear that the burden of 
proof on a taxpayer is a heavy one.* Sey- 
eral cases have been decided openly on a 
failure of proof and, ‘n a great many more, 
the lack of proof rather than failure to bring 
the facts within the qualifying limits is the 
inferable reason for decisions adverse to a 
taxpayer, However, there are definite 
criteria which can be gleaned from the de- 
cided cases. 


Section 722(a) and the 
Establishment of a Constructive 
Average Base Period Net Income 


The Commissioner has always contended 
that Section 722(a) requires not only that 
a taxpayer establish that his excess profits 
tax would be excessive and discriminatory 
but also what would be a fair and just 
amount representing normal earnings. A 
literal reading of the subsection certainly 
requires that interpretation. However, the 
Tax Court has indicated that the two re- 
quirements are not inseparable. The ap- 
proach of the court has been to determine 
first whether or not a taxpayer can “qualify” 
for relief‘under either subsection (b) or (c) 
and then{to determine from the facts what 
would cohstitute a fair and just standard of 
normal earnings. The Commissioner as- 
serts that there can be no “qualification” 
under (bi) or (c) unless a fair and just 
standard has been established. Perhaps the 





*An examination of the docket tables of the 
Tax Court indicates that there are presently 
over 60 taxpayers which are claiming relief in 
excess of $1,000,000. Such an examination is 
especially ,revealing if it is remembered that 
by far the larger number of claims have not 
been disposed of by the Bureau of Internal 


Revenue. ‘See Press Release cited at footnote 1. 

5 The Extess Profits Tax Council issues rulings 
which covér particular fact situations much in 
the manner of General Counsel’s Memoranda. 
These rulings are published in the Internal 
Revenue Bulletin and have the force of law so 
far as the administrative agents are concerned. 
They have been quoted with approval in several 
Tax Court opinions. Lamar Creamery Com- 
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difference is illusory, but certainly a very 
different result might be reached if the Tax 
Court were to apply the Commissioner’s 
theory literally. 


For example, in Del Mar Turf Club,’ the 
Tax Court determined that the taxpayer’s 
average base period net income was an in- 
adequate standard of normal earnings, be- 
cause it commenced business during the 
base period and its actual average base 
period net income did not reach the level 
of earnings it would have reached by the 
end of the base period if the business had 
been commenced two years earlier. This 
determination was made independently of 
any consideration as to what would con- 
stitute a fair and just standard of normal 
earnings. The court simply made the de- 
termination and took up the question of a 
reconstruction of normal earnings as a 
separate matter. It then discarded peti- 
tioner’s proposed reconstruction as not in 
accord with the statute, commented that 
respondent had not submitted a reconstruc- 
tion and set out to establish its own esti- 
mate by a method which was apparently 
completely original with the court. 


Under the Commissioner’s interpretation 
of Section 722 (a), the first determination 
as to whether actual earnings are an inade- 
quate standard of normal could only have 
been made by reference to a fair and just 
amount representing normal which the tax- 
payer had established. In view of at least 
two earlier opinions, the Commissioner 
might well have expected that his argument 
in Del Mar would have received more 
favorable treatment. In Singer Brothers, 
Inc.,5 the court did not even make a deter- 
mination as to whether a claimed change in 
character under Section 722 (b) (4) had 
taken place but rather decided in favor of 
the Commissioner on the ground that the 
taxpayer had not reconstructed earnings in 
a satisfactory manner which would afford re- 
lief. A similar procedure was followed in 
Tin Processing Corporation. The court, had 


Danco Company, CCH Dec. 17,503, 14 TC 276 
(1950). 

6 Diamond, ‘‘Problems of Proof and Procedure 
under Section 722,’’ TAxEs—The Tax Magazine, 
June, 1946, p. 579. Note, 62 Harvard Law 
Review 679 (1949). See also, generally, Tarleau, 
‘Section 722—Safety Valve of the Excess Profits 
Tax,’’ 10 Law and Contemporary Problems 43 
(1943); Miller, ‘‘Relief Provisions of the New 
Excess Profits Tax Act,’’ TAxEs—The Tax Maga- 
zine, April, 1943, p. 195. 

™CCH Dec. 18,216, 16 TC 749 (1951). 

8 CCH Dec. 17,944, 15 TC 683 (1950). 

®CCH Dec. 18,192, 16 TC 713 (1951). 
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it adopted the technique used in the Del 
Mar case, might well have found for the 
taxpayer. 


That there is considerable indecision in 
the Tax Court even now as to the proper 
weight to accord to the failure to establish 
constructive earnings is apparent from a 
reading of two of the most recent opinions 
of the court. In General Metalware Com- 
pany which was, of course, rendered sub- 
sequent to Del Mar, the court stated that 
even conceding the existence of a qualify- 
ing change in character, no relief could be 
allowed, since the taxpayer had “wholly 
failed to establish a fair and just figure to 
be used as a constructive average base 
period net income.” However, the findings 
of fact in Victory Glass, Inc." which almost 
immediately followed General Metalware, 
were similarly devoid of any support for a 
reconstruction of earnings. Nevertheless, 
the court there made the ultimate finding of 
fact that a fair and just amount represent- 
ing normal earnings was a certain figure. 
Judge Black’s dissent is certainly much 
more easily reconciled with General Metal- 
ware than is the majority opinion. While 


in one earlier case the court had unani- 
mously found reconstructed earnings to be 
a certain amount without reference to any 
supporting evidence or computation,” that 


case had never been followed or cited. In 
any event, certainly this procedure is in- 
consistent with many previous cases and 
General Metalware, wherein the court as- 
serted that even assuming a_base-period 
change in character resulting in an increase 
in normal earnings, no adjustment could be 
allowed because of a failure to reconstruct 
satisfactorily a fair and just amount. When 
it is remembered that all Section 722 cases 
are reviewed by a panel of five judges 
known as the Special Division which con- 
sists of four permanent members and the 
trial judge,” it is difficult to see how the 
majority in Victory Glass could have failed 
to dissent from the opinions in General 
Metalware or Singer Brothers insofar as 
they indicated that the court would not 
make an independent determination of con- 
structive earnings even if it had decided 
that relief should be forthcoming. How- 
ever, if the most recent pronouncement of 
the court on this subject can be relied on 


CCH Dec. 18,504, 17 TC —, No. 

1 CCH Dec. 18,527, 17 TC —, No. 

122 Dyer Engineers, Inc., CCH Dec. 
TC 1265 (1948). 

13 Presently the Special Division is composed 
of Chief Judge Kern and Judges Black, Mur- 
dock and Raum. 

14 Cited at footnote 5. 
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31 (1951). 
43 (1951). 
16,477, 10 


as a precedent, it would seem that the court 
will now base relief solely on whether or 
not actual earnings would have been in- 
creased by the commencement or a change 
in character of a business during the base 
period and will not demand extensive proof 
of a claimed reconstruction. 


Modified Construction 


A better-reasoned view would seem to be 
somewhere in between. A taxpayer should 
not be held to his specific reconstruction, but 
relief should be premised on a comparison of a 
fair and just amount determined from all of 
the evidence. In Danco Company™ the court 
indicated that it was convinced that the peti- 
tioner could have realized earnings during 
the base period. However, it was stated 
that the statute requires that the inade- 
quacy of the excess profits credit be demon- 
strated by establishing a fair and just 
amount representing normal earnings. The 
court then denied relief, because the tax- 
payer had not offered sufficient evidence 
from which normal earnings could reason- 
ably be determined.” Thus, it is important 
that counsel, in presenting a Section 722 


‘case to the Tax Court, not limit proof to 


the substantiation of the specific recon- 
struction presented. Rather, all relevant 
data as to expenses and earnings, both of 
the petitioner and of comparative com- 
panies, should be submitted so that an 
independent determination of constructive 
earnings can be made by the Tax Court. 
In view of Del Mar, it is to be expected 
that the Commissioner will himself more 
often offer evidence of what he considers 
to be a reasonable reconstruction. Such 
will assuredly not be computed in an 
amount which would result in relief but will 
constitute evidence that even assuming an 
event affecting normal earnings had oc- 
curred during the base period, actual earn- 
ings are not inadequate. 


Section 722 (a) imposes a considerable 
restriction on the type of data which may 
be relied on in reconstructing normal earn- 
ings by providing that no regard shall be 
had to events or conditions occurring after 
December 31, 1939. While there are limited 
exceptions in the case of taxpayers com- 
mitted to an increase in capacity which was 
consummated after 1939 and in the case of 


13In several cases the Tax Court has read- 
justed the specific reconstruction presented by 
the petitioner. Hast Texas Motor Freight 
Lines, CCH Dec. 15,333, 7 TC 579 (1946); Lamar 
Creamery Company, Inc., cited at footnote 5; 
7-Up Fort Worth Company, Inc., CCH Dec. 
15,551, 8 TC 52 (1947). 
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a taxpayer which is not entitled to use the 
income-tredit method in computing its ex- 
cess profits tax, the great majority of tax- 
payers will be subject to the rule. It is 
now weéll settled that the Tax Court will 
look at! post-1939 events for the purpose 
of detefmining the effect of the abnormal 
base-period event."* However, the court is 
very strict in applying the statutory pro- 
hibition and throwing out reconstructions 
based either directly or indirectly on post- 
1939 events or conditions.” 


Another of the more important interpre- 
tations of Section 722 (a) which is now 
established is that involving the combina- 
tion of relief under Section 722 with that 
afforded by Section 713 of the Internal 
Revenue Code.” It was early held that the 
average earnings determined under Section 
722 must take the place of any average else- 
where determined so that a taxpayer could 
not raise base-period income under Section 
722 to allow for the effect of a strike and 
then apply the 75 per cent rule of Section 
713 (e).” It was subsequently held that 
unless a taxpayer could show that the con- 
structive credit under Section 722 would 
exceed ‘the credit after applying Section 
713 (f), it was not entitled to relief, since 
the two: sections cannot be applied in the 
same computation of earnings.” The most 
recent nail in this plank, and probably the 
final one, was driven home in a short 
opinion in Acme Breweries.” In that case, 
it had earlier been stipulated that the tax- 
payer, which manufactured beer and bakers’ 
yeast, was entitled to use a reconstruction 
of normal earnings for its yeast business. 
It had lost the issue of Section 722 relief 
for its beer business; therefore its credit 


was computed under Section 713 (f)™ In 
the Rule 50 computation, petitioner con- 
tended that it should be entitled to compute 
its yeast profits under Section 722 and com- 
bine them with its beer earnings computed 
under Section 713 (f). The court held 
against the taxpayer on the authority of the 
Stimson Mull, Dowd-Feder and Homer 
Laughlin cases. 


Cases Litigated Under Section 722(b) 


Section 722 (b) sets forth the circum- 
stances under which taxpayers in existence 
during the base period may be entitled to 
relief. Subsections (b) (1), (b) (2) and 
(b) (3) relate to the occurrence of events 
or conditions affecting a taxpayer or its in- 
dustry which adversely influenced the actual 
earnings of the taxpayer. Subsection (b) 
(4), on the other hand, concerns the case 
where, because of the commencement or a 
change in the character of a business during 
or immediately prior to the base period, the 
actual base period earnings are not as high 
as they would have been had the change 
occurred earlier. Subsection (b) (5) is in 
the nature of a catchall but requires that 
relief must not be inconsistent with the 
principles underlying other provisions of 
Section 722 (b). It is important that a tax- 
payer marshal its evidence so that it can be 
presented to the Tax Court according to 
the particular subsection under which relief 
is claimed, since the different subsections 
require different proof. However, the court 
has indicated that it will not attempt to 
bring the facts of a case under one subsec- 
tion where the taxpayer has predicated its 
claim on another.* Thus, alternative argu- 





1%6This was very explicitly explained in Del 
Mar Turf Club. In one of the first cases de- 
cided under Sec. 722, it was stated that a 
taxpayer's operations for the base period as 
compared with subsequent years were normal. 
Monarch Cap Screw & Manufacturing Company, 
CCH Dec. : 14,861, 5 TC 1220 (1945). However, 
see the statement in Matheson Company, Inc., 
CCH Dee. 18,142, 16 TC 478 (1950), where the 
court says: ‘‘A comparison of the earnings 
with thé profits realized after 1929 is pro- 
hibited,’” citing Clinton Carpet Company, CCH 
Dec. 17,591, 14 TC 581 (1950). 

1 Wiscensin Farmer Company, 
17,657, 14: TC 1021 (1950). 

18 Sec. 713 allows for two alternative methods 
of computing actual average base period net 
income. .Under Sec. 713 (e) a taxpayer is al- 
lowed to increase the excess profits net income 
for its lowest base-period year to an amount 
equal to 75 per cent of the average of the other 
three years. Sec. 713 (f) provides for relief 
where the excess profits net income for the 
last half of the base period is more than the 
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excess profits net income for the first half. The 
difference divided by two is then added to 
the excess profits net income for the last half. 
The sum is annualized to obtain the average 
base period net income which may not in any 
event exceed the actual excess profits net income 
for any year of the base period. 

19 Stimson Mill Company, CCH Dec. 15,446, 
7 TC 1065 (1946), aff'd 47-2 ustc 7 5914, 163 F. 
(2d) 269 (CCA-9), cert. den., 332 U. S. 824; 
Dowd-Feder, Inc., CCH Dec. 16,266, 10 TC 345 
(1948), aff'd 49-1 ustc § 5931, 173 F. (2d) 673 
(CA-6). 

22 Homer Laughlin China Company, CCH Dec. 
15,507, 7 TC 1325 (1946). 

21CCH Dec. 17,943, 15 TC 682 (1950). 

22 Acme Breweries, CCH Dec. 17,658, 14 TC 
1034 (1950). . 

23 Monarch Manufacturing Company, CCH Dec. 
17,877, 15 TC 442 (1950). In that case, the 
taxpayer had claimed that a change in its 
method of merchandising depressed its business, 
entitling it to relief under Sec. 722 (b) (2). 
The court denied relief on the grounds that 
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ment can and should be made where there 
is any doubt as to which subsection is 
applicable. 


Section 722 (b) (1) provides that a tax- 
payer’s actual average base period net in- 
come may be an inadequate standard of 
normal earnings where in one or more of 
the base-period years normal production, 
output or operation was interrupted or di- 
minished because of the occurrence of an 
event which was unusual and peculiar in the 
experience of the taxpayer. The type of 
abnormality contemplated by Section 722 
(b) (1) is the happening of a physical event 
such as a fire, flood, strike or severe weather 
condition. Comparatively few cases have 
been taken to the Tax Court under this 
subsection, presumably because the proof of 
such an event and its effect on operations 
is more easily susceptible of proof than the 
events or conditions which would come 
within one of the other subsections. Ac- 
cordingly, it is probably easier for the parties 
to reach an agreement on the relief which 
would be attributable to such an event.” 


However, none of the cases which have 
reached the Tax Court with a litigable issue 


under this subsection have been decided in . 


favor of a taxpayer. In Trunz, Inc.,* it was 
claimed that government regulation of pork 
production and the occurrence of a drought 
might be Section 722 (b) (1) events. The 
court, in denying relief completely, stated 
that Section 722 (b) (2) most nearly fitted 
its claim. While it was clear from the 
opinion that the taxpayer was emphasizing 
its claim as to the effect of government 
regulation, which would be an economic 
event rather than a physical event under 
Section 722 (b) (1), it would seem that a 
drought could be clearly within the latter 
category. 


Matheson Company Case 


The opinion of the Tax Court in Matheson 
Company, Inc.* sheds more light on Section 
722 (b) (1) than any other. There, the 
taxpayer was relying on factors which were 
related to a loss of effective management 
during the base period. The events causing 
such condition were various: the sickness of 
the principal officer of the corporation, the 


(Footnote 23 continued) 
the change was permanent and not a temporary 
event as required by Sec. 722 (b) (2). It was 
stated that the change might have been a Sec. 
722 (b) (4) event, but since the taxpayer had 
not predicated its claim on that subsection, 
there was no discussion as to its applicability. 
*% For example, in Claussner Hosiery Com- 
pany, CCH Dec. 18,345, 16 TC 1335 (1951), which 
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actions of his substitute, etc. The Tax 
Court cited the Regulations * which provide 
that the events contemplated under Section 
722 (b) (1) are physical rather than eco- 
nomic. The circumstances relied on by 
the taxpayer were held not to be within the 
category of physical events. However, the 
court stated that regardless of the nature 
of the events a taxpayer must show that 
the circumstances upon which it relies “in- 
terrupted or diminished” normal produc- 
tion, output or operation. The sickness and 
death of the principal officer were not an 
interruption, but were permanent. Opera- 
tion without his services was held to be 
normal for the great part of the base 
period. No diminution of normal produc- 
tion had been shown in any event. The 
court capped its discussion of Section 722 
(b) (1) by stating that the evidence that 
base-period earnings exceeded those prior 
to the base period indicated that the aver- 
age base period net income was not an 
inadequate standard of normal earnings. 

In Avey Drilling Machine Company,” the 
fact of a flood was admitted, but the Com- 
missioner denied that Avey had shown 
that its average base period net income was 
inadequate, since addition of the total 
amount claimed by reason of the flood would 
not result in a credit in excess of that al- 
lowed under the invested-capital method. 
The court did not decide the point but 
rather assumed that the flood was a quali- 
fying event and then found that a recon- 
struction of normal earnings under all of 
the facts would not result in relief. In 
Claussner Hosiery Company,” the adjust- 
ment to petitioner’s excess profits net in- 
come because of a flood and a strike was 
stipulated. Relief was denied under facts 
claimed to bring the taxpayer within other 
subsections, and no refund resulted because 
of the flood and strike adjustment. 


These opinions do not offer much help to 
the taxpayer seeking relief under Section 
722 (b) (1), but they do indicate that the 
Commissioner will be supported to a large 
extent in his interpretations. The decision 
in Matheson goes a long way toward adopt- 
ing the views set forth in the Regulations 
and in the bulletin on Section 722 issued by 


“was litigated on an issue under Sec. 722 (b) (4), 
the measure of relief under Sec. 722 (b) (1) 
was stipulated. 7, 

25 CCH Dec. 17,787, 15 TC 99 (1950). 

26 Cited at footnote 16. 

27 Regs. 112, Sec. 35.722-3 (a). 

2% CCH Dec. 18,341, 16 TC 1281 (1951). 

2° Cited at footnote 24. 





| 
the Treasury Department.” However, should 
the situation arise, the court may well re- 
fuse to limit the application of Section 722 
(b) (1) to what are called “physical” events. 
The bulletin explanation of such events 
would séem to be somewhat easier of ap- 
plication, than that of the Regulations as 
cited in ‘Matheson. There, the events en- 
compasséd by Section 722 (b) (1) are 
stated tq be those affecting “the physical 
rate of production or operation, rather than 
economig circumstances which influence the 
profitabléness of the business.” Certainly 
it is conceivable that a taxpayer could show 
that the untimely loss of certain key per- 
sonnel, discarded as not a “physical” event 
in Matheson, resulted in a diminution or 
interruption of normal operations, so that 
average base-period earnings were adversely 
affected. Since such loss could be unusual and 
peculiar in the experience of a taxpayer, relief 
under Section 722 (b) (1) should be allowed. 


Section 722 (b) (2) provides for relief 
where a taxpayer can show that its average 
base period net income is an inadequate 
standard! of normal earnings, because its 
business ' was depressed during the base 
period due to temporary economic circum- 
stances unusual in the case of the taxpayer 
or because the industry, of which the tax- 
payer was a member, was depressed by 
reason of temporary economic events un- 
usual in the case of the industry. Section 
722 (b) (2) differs from Section 722 (b) (1) 
in that it-is applicable where there is simply 
a decline. in net income and does not re- 
quire a showing that there was a decrease 
in the volume of operations. The type of 
event which might qualify a taxpayer under 
Section 722 (b) (2) would be a price war 
or where a taxpayer loses its principal 
customer! There have been many petitions 
to the Tax Court in which relief was claimed 
under this subsection. However, in only 
one case ‘has the taxpayer succeeded in ob- 
taining relief before the court. 


Price-War Cases 


One of. the first cases involving Section 
722 relief! was Monarch Cap Screw & Manu- 





3% This bulletin, published in November, 1944, 
is an excellent and thorough work. Taxpayers 
seeking rélief can find many helpful guides, 
although there is much substantive interpreta- 
tion which is not supported either by court 
apinion or legislative intent. See Seidman, 
“The Tredsury’s Bulletin on Section 722 Re- 
lief,"’ TAxfts—The Tax Magazine, March, 1945, 
p. 194; Simon, ‘‘Conforming Relief Claims to 
the New Treasury Bulletin,’’ 79 Journal of 
Accountancy 96 (1945). 

31 See bulletin cited in footnote 30, at p. 10. 

32 Cited at footnote 16. 
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facturing Company.” The taxpayer there 
claimed its business was depressed during 
the base period because of the low prices 
which it received for its products due to the 
existence of a price war in the industry. 
After deciding that there was no strong 
showing that the taxpayer’s business was 
depressed, the court restricted its considera- 
tion of the facts to those presented in the 
claim for refund.* The court examined the 
history of prices charged for Monarch’s 
products and stated that they indicated that 
the base-period prices were at a permanent 
level “and reflected not only the strong 
competition which prevailed in the industry 
but also the improvements in the methods 
of manufacture and the general progress of 
the industry.”™ It was indicated that the 
fact that prices were at their worst during 
one year of the base period did not justify 
relief in an industry which was continually 
highly competitive. 

Without any mention of the Monarch Cap 
Screw decision, the caurt, in Fish Net and 
Twine Company,” again dealt with a claimed 
price war. In that case the petitioner made 
netting which was principally sold for use 
by commercial fishermen. It based _ its 
claim for relief on the “ruinous competi- 
tion of fish nets imported from Japan dur- 
ing the base period.” The court found that 
the record did not indicate that the industry 
was depressed in the base period. There 
was proof that the industry had to meet 
cheap Japanese competition, that sales were 
lost because of Japanese imports and that 
the taxpayer had reduced prices in 1938. 
However, the court found that the base- 
period years produced greater net sales and 
gross profits than at any time since 1930. 
While a comparison of the base period with 
the 1925-1929 era supported the claim of a 
depression, there was nothing to show that 
the difference was the result. of Japanese 
competition. Thus a lack of causal relation 
precluded a finding that the business was 
depressed because of the claimed temporary 
event, that is, the price war. The court 
then pointed out that it appeared that the 


% The Tax Court in Blum Folding Paper Box 
Company, Inc., CCH Dec. 14,395, 4 TC 795 
(1945), had held that its review of cases must 
be limited to evidence in support of the facts 
presented to the Commissioner. This does not 
mean that the evidence in support of the facts 
must be the same as that presented to the 
Commissioner or that a taxpaver is limited in 
its method and theory of reconstruction. Trunz, 
Inc., cited at footnote 25. 

% Monarch Cap Screw & Manufacturing Com- 
pany, cited at footnote 16, at p. 1230. 

% CCH Dec. 15,555, 8 TC 96 (1947). 
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competition was a permanent condition and 
not a temporary and unusual circumstance 
within the meaning of Section 722 (b) (2). 


The rationale of these cases has had a 
strong impact on subsequent decisions in- 
volving claimed depressions due to severe 
competition or price cutting. In the Lamar 
Creamery Company case,” competition was 
stated to be “the very essence of our 
capitalistic system.” Relief was denied un- 
der Section 722 (b) (2) to a taxpayer who 
showed that during the base period a very 
large competitor built a plant near that of 
petitioner’s so that petitioner was required 
to pay more for the milk which it bottled 
and processed. In Harlan Bourbon & Wine 
Company," it was shown that because of 
severe price cutting a state legislature had 
enacted legislation which required a mini- 
mum markup on liquor sales and that a 
court had held the law to be constitutional 
as a reasonable exercise of the police power. 
There was other evidence to show that dur- 
ing the base period very fierce competition 
without regard to costs took place. The 
court decided that the evidence, as a whole, 


demonstrated only that there was keen | 


competition which must be considered nor- 
mal in the liquor industry and relief was 
denied. In Winter Paper Stock Company® 
the taxpayer claimed that a large competitor 
was Offering much higher prices for waste 
paper to petitioner’s customers, forcing the 
petitioner to pay prices for waste paper in 
excess of prices which it otherwise might 
have obtained. The court stated that the 
raising of petitioner’s cost was not the re- 
sult of a price war but was the result of 
intense competition. Again the fact that 
the alleged price war had been in effect for 
a considerable period of time brought forth 
the court statement that “it is difficult to 
see how conditions under which an industry 
or a segment ofan industry has been op- 
erating for eleven years can be character- 
ized as temporary and unusual.” 


The most recent decision involving a 
claimed price war was that in Blaisdell 
Pencil Company.” In that case the tax- 
payer showed that a Federal Trade Com- 
mission suit, in charging the wood-cased 
pencil manufacturers with price fixing, had 
also stated that a price war existed in 1935 
and 1936. Petitioner had offered the testi- 
mony of men connected with the pencil 
business who had described base-period 
conditions as a “ruinous price war.” The 


court stated that the proof did not show 
that severe competition in this industry was 
more temporary or less general than com- 
petition in any other industry during the 
base period. “To characterize a condition 
as a ‘price war’ is not an end of petitioner’s 
burden of proof.” Establishment of com- 
petition as a price war must depend to a 
large extent on comparison with contem- 
porary competition in other businesses. 
The court then found that the cause of the 
competition, which the petitioner contended 
depressed its business, was the entry into 
the field by several southern manufacturers. 
This could not be a temporary event. The 
fact that there were a greater number of 
suppliers than could profitably share the 
demand that existed during the base period 
for the petitioner’s product made it im- 
possible for the court to say that the com- 
petition of those suppliers for the limited 
demand, even if that competition be char- 
acterized as a price war, was a temporary 
economic event. The court approved a 
statement in Harlan Bourbon that ruinous 
competition could be expected to eliminate 
marginal producers and found that the evi- 
dence indicated that the number of manu- 
facturers had not decreased. It was pointed 
out that petitioner’s witnesses had con- 
ceded that the end of the base-period con- 
ditions was due largely to the outbreak of 
war in Europe. 


Example in Regulations Modified 


These cases taken together have, for all 
practical purposes, nullified the example in 
the Regulations” of a “ruinous price war” 
as a temporary and unusual event within 
the meaning of Section 722 (b) (2). Evi- 
dence of sales below cost resulting in losses 
to members of the industry and subsequent 
recovery, all of the elements of a “ruinous 
price war” which are listed in the Regula- 
tions, has proven to be insufficient. The 
court has placed heavy emphasis on the 
fact that competition is one of the normal 
requisites of the capitalistic system. In 
many instances it has been pointed out that 
strong competition existed over a number 
of years, indicating that price cutting and a 
low margin of profit were normal condi- 
tions for an industry. The statement that 
the facts did not show a reduction in the 
number of suppliers has been made as indi- 
cating that no real price war existed. If 
these precedents are followed in the future, 





% Cited at footnote 5. 

31CCH Dec. 17,457, 14 TC 97 (1950). 
8% CCH Dec. 17,716, 14 TC 1312, 1320 (1950). 
% CCH Dec. 18,393, 16 TC 1469 (1951). 
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4 Regs. 112, Sec. 35.722-3 (b). See also 
Deutsch. ‘‘A Historical Analysis of Section 722 
(b) (2),’’ TAxES—The Tax Magazine, February, 
1949, p. 127. 
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it is doubtful that the Tax Court will ever 
grant Seétion 722 relief to a taxpayer claim- 
ing a defitession due to a price war. 


Taxpayers presenting other fact situations 
than thoge involving low base-period prices 
as qualiffing them for relief under Section 
722 (b) 2) have not fared much better at 
the hands of the Tax Court. Relief has 
been denfed in cases involving a claimed de- 
pression fdue to the peacetime prohibition 
of the mfnufacture and sale of beer,” the 
limitatiorg. by a state racing board of the 
number @ racing days to a race track,® un- 
- management,” a record cotton 
g-term policy of restricting sales 
palers,“ government interference 
hts,“ strenuous foreign competi- 
to unusual circumstances“ and 
bundance of dressed poultry in 
t the beginning of the base 
It has been indicated that a de- 
hich is attributable to a legislative 
pt be considered to constitute an eco- 
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nomic eve#t and will not be considered unusual 
where, beqause of the nature of the industry, 
it might have been anticipated.” Where it 
is shown fhat average base period net income 


was less than that of previous or long-term 
periods, @ taxpayer wil] not succeed unless 
it is cleafly established that the cause of 
such depfessed earnings was the claimed 
Section 722 (b) (2) event and not some 
other forge or condition.” Where a condi- 
tion is catised by circumstances which are 
completely within the control of the tax- 
payer, itggwill not be considered a ground 
for relief? under Section 722 (b) (2)." The 
term “industry,” within the meaning of 
Section 722, may be confined to a group of 
manufacturers who are subject to some 
economic influences which do not generally 
affect other manufacturers.” The state- 
ment has repeatedly been made that where 
a taxpayer’s long-term average earnings are 
less than the average base-period earnings, 
it has not established that its business was 






“ Acme Breweries, cited at footnote 22; see 
Mills, ‘“‘The Brewing Industry and Section 722,’’ 
TAxES—The Tax Magazine, October, 1944, p. 444, 
where the author examines the possibility of 
Sec. 722 relief under subsections (b) (1), (2) 
and (5) for brewers because of national prohi- 
bition. The opinion is expressed that the Regu- 
lations leave no question that brewers can 
qualify under Sec. 722 (b) (2). 

42 Del Mar Turf Club, cited at footnote 7. 

43 Foskett & Bishop Company, CCH Dec. 
18,136, 16 TC 456 (1951); Toledo Stove & Range 
Company, CCH Dec. 18,294, 16 TC 1125 (1951). 

“ Industrial Yarn Corporation, CCH Dec. 
18,189, 16 TC 681 (1951), CCH Dec. 16,294, 12 
TC 589 (1949). 

;* Monarch Manufacturing Company, cited at 
footnote 23. 
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depressed within the meaning of Section 
722 (b) (2)." 


The only taxpayer which has been held 
by the Tax Court to be entitled to relief 
under Section 722 (b) (2) is Dyer Engineers, 
Inc.“ In that case an industrial engineering 
firm engaged in the business of setting up 
its wage-incentive system in various indus- 
trial plants claimed that it was depressed 
during the base period because labor was 
antagonistic to wage-incentive systems and 
discouraged their adoption by employers. 
The court recognized this antagonism as a 
temporary and unusual event even though 
as of the end of the base period the an- 
tagonism still existed and had for some six 
years. The court found as a fact that sub- 
sequent to 1940 the unions became more 
friendly to Dyer and its wage-incentive sys- 
tem and stated in its opinion that since 1940 
an adjustment in relations with labor had 
been made. The court pointed out that 
there was no element of competition be- 
tween Dyer and labor in the setting of wage 
standards, so that the case was not one of 
normal competition. The Commissioner’s 
objection to the use of post-1939 events was 
dismissed with the simple statement that 
the court had not regarded such events in 
computing a reconstructed income. How- 
ever, from a complete reading of the opinion 
it is apparent that the court must have de- 
termined that the antagonism of labor was 
temporary by looking at conditions in 1940. 


Cause of Depression 


With the exception of the fact that Dyer 
Engineers, Inc., could convincingly show 
that it had realized substantial earnings 
from 1926 through 1933, whereas through 
every year in the base period except one it 
had suffered a net loss, it is not clear that 
the Dyer case is any stronger for relief than 
several of the others which have been tried 
under Section 722(b)(2). In every other 
case, the long-time earnings record of the 


4% Trunz, Inc., cited at footnote 25. 

4“ Avey Drilling Machine Company, cited at 
footnote 28. ; 

*® Wadley Company, CCH Dec. 18,503, 17 TC 
—, No. 30 (1951). 

# Acme Breweries, cited at footnote 22. 

50 Wadley Company, cited at footnote 48. 

81 Foskett & Bishop Company, cited at foot- 
note 43. 

52 Avey Drilling Machine Company, cited at 
footnote 28; and see Pabst Air Conditioning 
Corporation, CCH Dec. 17,541, 14 TC 427 (1950). 

583 Winter Paper Stock Company, cited at foot- 
note 38; Foskett & Bishop Company, cited at 
footnote 43; Industrial Yarn Corporation, cited 
at footnote 44; Avey Drilling Machine Company, 
cited at footnote 28. 

% Cited at footnote 12. 
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petitioner did not indicate that base-period 
earnings were particularly depressed. How- 
ever, the opinion in Dyer Engineers, Inc., 
does not even mention the seeming lack of a 
relation between the depression and the 
feeling of labor as evidenced by the fact 
that Dyer, during one year of the base 
period, 1937, realized a substantial profit. 
Subsequent court decisions have indicated 
that the cause of a depression must clearly 
be shown to have been the claimed Section 
722(b) event.” In view of the many deci- 
sions which have been handed down since 
the Dyer case, not one of which has resulted 
in relief, it cannot be said that the Dyer 
decision offers much hope as a precedent 
for taxpayers in the future. 


Section 722(b)(3) provides for relief for 
a taxpayer which can show that its business 
was depressed during the base period be- 
cause of conditions generally prevailing in 
its industry, which subjected the taxpayer 
either to (a) a profit cycle differing mate- 
rially in length and amplitude from the 
general base cycle or (b) sporadic and in- 
termittent periods of high production and 
profits and that such periods are inade- 
quately represented 
This subsection deals with a depression 
which is attributable to the inherent nature 
of an industry. Relief requires, therefore, 
extensive proof of industrial statistics, nec- 
essarily including a taxpayer’s competitors. 
Such proof is generally very difficult to get 
insofar as the obtaining of data on profits 
and production is concerned. 


Variant-Profit Cycle 


The first, and probably leading, case con- 


cerning a claimed depression due to a 
variant-profit cycle is El Campo Rice Milling 
Company. There, the taxpayer, a rice 
miller, introduced figures for the period 
from 1922 to 1940 which were obtained from 
federal government sources and _ which 
showed the domestic consumption, the for- 
eign market and domestic production of 
rice in the United States. For the same 
period it showed the number of barrels of 
rough rice which it milled, the average cost 
per barrel, the average market value of the 
barrels after milling and the milling margin. 
It showed what the average annual whole- 
sale price per pound of milled rice was at 
New Orleans for each year from 1922 


5 Trunz, Inc., cited at footnote 25; Pabst Air 
Conditioning Corporation, cited at footnote 52; 
El Campo Rice Milling Company, CCH Dec. 
17,286, 13 TC 775 (1949); Roy Campbell, Wise 
and Wright, Inc., CCH Dec. 17,994, 15 TC 894 
(1950). 
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in the base period. - 


through 1939 and showed that the base- 
period average was 79.09 per cent of the 
long-term average, whereas the average 
wholesale price of all commodities for the 
base-period years was 93.51 per cent of the 
long-term average. Petitioner’s average net 
income for the long term was almost $1,000 
more than its base-period average. 


The court rejected the taxpayer’s claim 
under Section 722(b)(3)(A) because of a 
failure of proof. The government’s expert 
witness had expressed the opinion that the 
earnings experience of the taxpayer for the 
period from 1922 through 1939 demonstrated 
the total absence of any pattern of cyclical 
behavior. The taxpayer’s expert witness 
testified that the extreme fluctuations were 
indicative of the fact that the petitioner was 
subject to a profit cycle which differed from 
the general business base period cycle. 
While it would seem that Section 722 
(b)(3)(A) requires proof of cyclical be- 
havior as the government contended, the 
court did not decide this question but stated 
that it was not convinced that industrial 
conditions caused or contributed to a cycli- 
cal profit pattern. From the evidence the 
court deduced that managerial judgment 
rather than industrial conditions could have 
produced the erratic earnings experience 
which the taxpayer went through. It was 
stressed that in order to show that indus- 
trial conditions produced a variant profit 
cycle, the earnings experience of other mills 
would be necessary. 


Failure of proof also was the reason for 
denial of relief in the case of Pabst Air Con- 
ditioning Corporation." The court there 
stated that the taxpayer had not shown that 
the industry, of which it claimed to be a 
member, was depressed nor had it shown 
that its business was depressed because of 
industry conditions, even assuming that the 
industry was depressed. The court stated 
that Section 722(b)(3) was intended to pro- 
vide relief only to a business which is con- 
trolled by conditions in an industry which 
was itself depressed. Thus, if a graph of 
industry profit curved downward and the 
graph of the profit of a particular member 
of the industry for some reason curved up- 
ward, the member would not be entitled to 
relief under Section 722(b)(3) merely be- 


‘cause of the industry’s depression. On sim- 


ilar reasoning, relief was denied in Toledo 


56 Cited at footnote 55. Noted, 18 George 
Washington Law Review 434 (1950): and see, 
generally, Seidman, ‘‘Excess Profits Tax Relief 
in ‘Variant Profit Cycle’ Cases,’’ Taxes—The 
Tax Magazine, August, 1943, p. 422. 

57 Cited at footnote 52. 
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Stove & Range Company® where the evi- 
dence showed that petitioner’s profits were 
not correlated either with the profits ex- 
perience of five representative competitors 
or of all corporations in the United States. 
A profits pattern varying from that of a 
taxpayer’s four competitors was deemed to 
be fatal to its claim for relief under Section 
722(b)(3) in Foskett & Bishop Company.” 
In Avey Drilling Machine Company, above, 
the ccurt found that there was not a sub- 
stantial variance in the petitioner’s profit 
cycle from that of general business. The 
court stated: “A temporary distortion due 
to some non-recurring cause did not create 
a variant profit cycle.” It was noted that 
the Avey cycle was of the same length as 
that of general business profits. Even as- 
suming that there was a difference in ampli- 
tude, the court declared that the requirement 
of the statute would not have been met, 
since there must be a variance in both 
length and amplitude. 


Sporadic Earnings and Sales 
While Section '722(b)(3)(A) deals with a 


variance in cyclical behavior, Section 722 
(b)(3)(B) is concerned with the case where 
an industry did not produce more or less 
regular rises and falls. In Roy Campbell, 
Wise & Wright, Inc.,” the taxpayer had 
shown that its earnings experience and 
gross sales were sporadic. The earnings 
experience of two of petitioner’s competi- 
tors was also established as more or less 
sporadic. The court noted, however, that 
the earnings of the competitors were at 
their highest in two years of the base period, 
indicating that the industry was not de- 
pressed and that the “sporadic and intermit- 
tent periods of high earnings which were 
characteristic of the industry were ade- 
quately reflected in the base period.” The 
court admitted that the taxpayer was de- 
pressed but refused to believe that such de- 
pression was caused by conditions generally 
prevailing in the industry. The court did 
not indicate whether use of the conjunctive 
in the statute would require a showing that 
both production and profits were sporadic, 
although the government had argued that 
unless low and high profits were accom- 
panied by similar low and high rates of 
production there could be no qualification 


58 Cited at footnote 43. 

59 Cited at footnote 43. 

6 Cited at footnote 55. 

61 Cited at footnote 48. 

® Regs. 112, Sec. 35.722-3 (c) (1). 

# Pabst Air Conditioning Corporation, cited 
at footnote 52. 
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under Section 722(b)(3)(B). This point 
was conclusively settled in favor of the 
Commissioner’s position in Wadley Company.” 


Section 722(b)(3), involving depressions 
due to the peculiarities of the industry of 
which a taxpayer is a member, is by its 
plain import applicable only to the unusual. 
Industries connected with the construction 
industry were cited in the Regulations® as 
possibly being ones which had a business 
cycle which would vary from that of gen- 
eral business. Up to the present time only 
one taxpayer has attempted to bring itself 
within this industry classification, and the 
opinion in that case sheds no light on 
whether or not the construction industry on 
the proof of that case would be held to 
have had a variant profit cycle during the 
base period.” The Regulations listed the 
canning industry as one which might be 
found to be operating under conditions 
which would subject it to sporadic and in- 
termittent profits inadequately represented 
in the base period.“ No case has yet been 
decided involving a canner seeking relief 
under Section 722. However, even a tax- 
payer who could successfully establish that 
it was a member of one of these industries 
must overcome the burden of showing that 
both it and the industry were depressed 
during the base period and that such de- 
pressions were caused by the factors listed 
in Section 722(b)(3). Since the Tax Court 
has indicated that it will demand convincing 
evidence that all of the very specific re- 
quirements of the statute be satisfied, this 
burden might well prove insurmountable. 


Average Earnings 
Not Reflecting Normal Operations 


Section 722(b)(4) does not require a 
showing of base-period depression as do 
the previously considered subsections. Rather, 
it provides for relief where, because of the 
commencement of business or 4 change in 
character immediately prior to or during the 
base period, average earnings do not reflect 
normal operations for the entire base period. 
The change in character may include a 
change in operation or management, a dif- 
ference in products or services furnished, a 
difference in capacity for production or op- 
eration or in the ratio of nonborrowed 
capital to total capital and to the acquisition 


* Regs. 112, Sec. 35.722-3 (c) (2). 

®& A Sec. 722 case involving a canner of citrus 
fruits was tried at Jacksonville, Florida, on 
January 30, 1951. However, it does not appear 
that an issue was raised under subsection 
(b) (3). Dr. P. Phillips Canning Company, 
Dkt. Nos. 7676, 27699. 
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prior to January 1, 1940, of the assets of a 
competitor resulting in diminution of com- 
petition. A change in capacity, production 
or operation need not be completed prior to 
December 31, 1939, if it was committed for 
before January 1, 1940, and later consum- 
mated. Section 722(b)(4) also provides that 
a change in character shall be deemed to 
have been made two years before it actually 
was made where it is shown that the earn- 
ings level at the end of the base period had 
not reached the level it would have attained 
had the change been made at the earlier 
date. This is known as the “push-back” 
rule. Cases reaching the Tax Court under 
this section have been very numerous and 
have resulted in by far the greatest number 
of taxpayer victories. 


Changes in Operations 
Not Involving Relief 


The first two decisions, involving relief 
under Section 722, were handed down simul- 
taneously and both dealt with alleged 
changes in character which were held not 
to entitle the taxpayer involved to relief. In 


Monarch Cap Screw & Manufacturing Com- - 


pany, above, it was established that in 1934 
the taxpayer had begun manufacturing a 
new type of screw, that in 1933 or 1934 it 
had started to change its method of selling 
its product and that in 1939 it had developed 
and begun using a new machine. The Tax 
Court stated that even if an increase in 
type or quantity of article manufactured 
could be considered a change in character, 
the change took place in 1934 and not im- 
mediately prior to the base period. As to 
the two other changes, it said that while 
either of these circumstances may have 
constituted a change in character under the 
statute, since the operations for the base 
period as compared with those of “both 
prior and subsequent years were reasonably 
within the realm of normalcy as established 
by the experience of the petitioner,” there 
could be no relief under Section 722(b) (4). 
This decision can well be criticized on the 
ground that where a change in character 
during the base period is claimed, there can 
be no comparison of the base period with 
prior years to determine normalcy, since 
the very allegation of the change asserts 
that the character of the business is dif- 


* This procedure for determining normalcy 
has been specifically disavowed in subsequent 
cases (see footnote 16). 

‘™CCH Dec. 14,860, 5 TC 1185 (1945). This 
decision confirmed a published opinion of the 
Treasury Department in G. C. M. 24013, 1943 
C. B. 794. See Cooper, ‘‘Relief Under Section 


Excess Profits Tax Relief 





ferent in some substantial way which would 
increase otherwise normal earnings. Al- 
though it is indicated that earnings subse- 
quent to 1939 were taken into consideration,” 
the court made no finding as to the probable 
effects of the alleged changes, and there is 
no way to tell from the opinion whether the 
changes would have resulted in an increase 
of normal earnings over those previously 
realized. Certainly the effect of changes 
made in 1939 could not have been expected 
to have been reflected in earnings during 
the base period so that the push-back rule 
would have been most applicable. This is 
especially true since the court did indicate 
that the changes may otherwise have been 
within the statute. 


In Fezandie & Sperrle, Inc." the court 
dealt with a change which took place in 
December of 1939 wherein a taxpayer which 
had been a jobber and dealer in dyestuffs 
for the domestic market began selling in 
the export market. It was shown that this 
export business was the result of the com- 
mencement of the European war which cut 
off the German supply of dyestuffs so that 
an American producer sought petitioner as 
a. selling agent after its release from the 
territorial restrictions which it observed as 
a member of a cartel. The Tax Court, in 
refusing to apply the push-back rule, stated 
that it would be inconceivable to assume 
that the petitioner could have engaged in 
the export business without the outbreak 
of war. With little discussion of the merits, 
the court stated: “For present purposes, 
we feel it sufficient to conclude that any 
assumption of higher profits in the base 
period, which requires as an inescapable 
condition the supposition of the earlier crea- 
tion of the war situation, furnishes no 
ground for application of the provisions of 
Section 722.” 


Changes in Operations 
Involving Relief 


These two cases were shortly followed by 
three cases in each of which the taxpaver 
involved received some measure of relief. 
In East Texas Motor Freight Lines,“ a motor 
carrier showed that it acquired the right to 
operate on three new routes on October 1, 
1938, October 13, 1938, and on December 
12, 1939. These acquisitions increased peti- 


722 (b) (4); Fezandie and Sperrle, Inc.,’? 1 Tax 
Law Review 457 (1946). 

® Cited at footnote 15. See Laudman, ‘‘The 
Taxpayer's First Tax Court Victory in Section 
722," TAxES--The Tax Magazine, October, 1946, 
p. 936; Miller, ‘‘Another Year of Section 722,’’ 
2 Tax Law Review 417 (1947). 





111 


tioner’s territory by about 50 per cent. The 
Tax Court found that it took from two to 
four years to develop fully a new route. 
Petitioner was on the fiscal-year basis and 
sought relief for years ended June 30, 1941, 
1942 and 1943. The court applied the push- 
back rule and computed constructive earn- 
ings in the same amount, before adjustment 
for income taxes, for each year. In Lamar 
Creamery Company, Inc., above, a taxpayer 
manufacturing dairy products and bottling 
milk was held to have changed the char- 
acter of its business when in 1938 it began 
to manufacture and sell. ice cream mix. The 
court applied the push-back rule by assum- 
ing that the change took place in 1936 and 
computing production for 1939 by allowing 
the same rate of increase as petitioner actu- 
ally experienced between 1938 and 1939. In 
Seven-Up Fort Worth Company,” a manufac- 
turer of carbonated beverages was allowed 
to reconstruct earnings because of the ac- 
quisition of the right to bottle and sell a 
new beverage on December 19, 1939. Once 
again the push-back rule was applied. 


These three cases, in contrast to the first 
two decisions, established no general prin- 
ciples of interpretation of the statute aside 
from approving several techniques of recon- 
struction which would favor the taxpayer. 
They should be compared in that regard to 
the Monarch Cap Screw and Fezandie cases 
which decided several important questions 
of substantive law for the Commissioner. 
This pattern of rendering opinions favorable 
to the taxpayer largely through a simple 
finding of facts has been followed with few 
exceptions and has led to the lack of any 
substantial precedent of interpretation for 
future litigants. The optimism aroused by 
these three taxpayer victories was short- 
lived as the Tax Court began the process 
of interpreting the various definitions of a 
change in character which are contained in 
the statute. 


In dealing with alleged changes in the 
operation or management of a business, the 
Tax Court has denied relief in three cases. 
In Industrial Yarn Corporation,” the court 
emphasized the importance of showing 
clearly when the alleged change took place,” 
although it was also indicated that a change 
from selling gray yarn to selling colored 
yarn was not substantial enough to be con- 
sidered a change in character. In Roy 


® Cited at footnote 15. 

7 Cited at footnote 44. 

11 Claussner Hosiery Company, cited at foot- 
note 24, was later decided on this ground, that 
is, a failure to show the date of the change. 

7 Cited at footnote 17. 


Campbell, Wise and Wright, Inc., above, the 
court found that a change in the method of 
operation from shipping unprocessed vege- 
tables to cleaning and packaging vegetables 
prior to shipment might, under proper cir- 
cumstances, constitute a change in charac- 
ter. However, relief was denied on the 
ground that there had not been a showing 
as to how such change did or could have 
reasonably been expected to result in a 
higher level of normal earnings. The Com- 
missioner conceded in Toledo Stove and 
Range Company, above, that a change in 
general managers might constitute a change 
in management. However, the court agreed 
with the Commissioner’s. contention that 
the change in general managers did not re- 
sult in any significant change in petitioner’s 
policies. It could not find, therefore, that 
the changes were responsible for any in- 
crease in earnings. 


In a well-considered opinion in Wisconsin 
Farmer Company,” the Tax Court overruled 
several published administrative rulings to 
grant relief because of a change in opera- 
tions. The bulletin on Section 722 had taken 
the position that where a taxpayer changed 
the character of its business during its base 
period, but after December 31, 1939, earn- 
ings could not be reconstructed to allow 
for such change because of the prohibition 
contained in Section 722(a).* The Wiscon- 
sin Farmer Company changed its operations 
subsequent to December 31, 1939, but dur- 
ing its base period, which ended May 31, 
1940, through the negotiation of a different 
contract under which it sold accident in- 
surance to its subscribers. The new con- 
tract provided for a larger per policy 
commission and allowed Wisconsin Farmer 
to share in the ultimate profit realized by 
the insurance company. The court stated 
first that the “base period,” as used in Sec- 
tion 722(b)(4), referred to the taxpayer’s 
base period and not the four calendar years 
ended December 31, 1939. The-similarities 
between the old policies were examined, 
and it was found that under the new con- 
tract, policies giving the same coverage 
were sold in exactly the same manner and 
under the same conditions as were the old 
ones. It was noted that there was no evi- 
dence that war conditions played any part 
in the substitution of insurance contracts, 
and it was shown that Congress had recog- 
nized that some post-1939 events might be 


73 Bulletin cited at footnote 30, at pp. 148-149. 
E. P. C. 9, 1947-1 CB 76. This ruling was 
revoked by E. P. C. 45, 1950-2 CB 68, after the 
decision in Wisconsin Farmer Company, cited 
at footnote 17. 
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regarded as normal. The court stated that 
the test of when a base-period change 
should be regarded as a change in the 
character of a business under Section 722 
(b)(4) depended on whether the change 
had such a “definite and far reaching effect 
upon the taxpayer’s earning capacity that 
its actual base period earnings no longer 
constitute an adequate standard of normal 
earnings and that results in the tax imposed 
on that basis being excessive and discrim- 
inatory.” “ Earnings were reconstructed by 
adjusting the actual base period net income 
to give effect to the increase in commission 
rates provided for in the new contract. 
However, the court refused to allow any 
reconstruction based on earnings which 
would have been attributable to the profit- 
sharing plan, since no evidence had been 
presented which would enable the court to 
evaluate such a change without violating 
the limitations imposed by Section 722(a) 


prohibiting the use of post-1939 events and 
conditions. 


Difference in Products or 
Services Furnished 


Aside from the Lamar Creamery Com- - 


pany and Seven-Up Fort Worth Company, 
no taxpayer has as yet received relief from 
the Tax Court based on a difference in the 


products or services furnished. The prin- 
ciples established in regard to this type of 
change have been uniformly in favor of the 


Commissioner. In Stonhard Company,” the 
taxpayer showed that it had introduced 
three new products during the base period. 
The court found that the three new prod- 
ucts were similar to other products which 
the taxpayer had been marketing prior 
to the base period. The differences between 
the products were held to be insignificant. 
The three new products did not “affect the 
type of customer solicited, open new mar- 


%* Wisconsin Farmer Company, cited at foot- 
note 17, at p. 1029. This expression concerning 
when a change in character is important makes 
it clear, if there was ever any doubt, that it 
is imperative that a taxpayer show the inade- 
quacy of its actual base-period earnings in a 
case under subsection (b) (4) as well as in 
situations involving other subsections. One 
writer had interpreted the decision in East 
Texas Motor Freight Lines, cited at footnote 
15, as doing away with the need for such a 
showing. Comment, 45 Michigan Law Review 
763 (1947). Obviously, since relief is based on 
an inadequacy of the excess profits credit, a 
taxpayer who fails to show that earnings during 
the base period were below normal or, assuming 
a change, below what normal would have been 
will not stand much chance of obtaining relief 
in the Tax Court. 


CCH Dec. 17,287, 13 TC 790 (1949). 
Excess Profits Tax Relief 


. Pocahontas 


kets, change the sales policies, affect manu- 
facturing or materially affect earnings.” It 
was stated that the introduction of a few 
new products which fit into the line con- 
stituting the business and do not materially 
change that business does not represent a 
difference in the products furnished.” | 


Avey Drilling Machine Company, above, 
settled a question about which there had 
been considerable doubt. In that case the 
taxpayer involved had developed and sold 
new machines. The court agreed that the 
change in products affected manufacturing 
methods, costs, selling prices and labor. 
However, the court characterized the changes 
as improvements which the taxpayer’s cus- 
tomers were demanding and which the tax- 
payer had to develop in order to survive in 
the industry which was generally improving 
the type of machine sold to meet the cus- 
tomer demand. Two judges dissented from 
the proposition that an improvement in a 
product so that it still served the same 
purpose as the old and was sold generally 
to the same customers could not constitute 
a difference in products sold, because the 
taxpayer had to make the change in order 
to survive and meet competition in the 
industry. 


Increase in Capacity 


It is sometimes difficult to isolate a 
change in character as a change in opera- 
tion, a difference in products or service or 
an increase in capacity for production or 
operation, and it is not always necessary to 
do so.” Usually, a qualifying change in 
method of operation or the sale of a new 
product necessarily involves an accompany- 
ing increase in capacity. There have as 
yet been only two cases decided on the 
single claim of an increase in capacity.” It 
would seem that the evidence of such a 
change is much more susceptible of proof 


% The Stonhard decision was cited in Acme 
Breweries, cited at footnote 22, where it was 
held that the packaging of beer did not con- 
stitute a change in character, since there was 
no departure from the general nature of the 
beer business. 

7 Suburban Transportation System, CCH Dec. 
17,639, 14 TC 823 (1950); and see Hast Texas 
Motor Freight Lines, cited at footnote 15. 

7% National Grinding Wheel Company, CCH 
Dec. 15,854, 8 TC 1278 (1947); Jacob’s Fork 
Coal Company, CCH Dec. 18,525, 
17 TC —, No. 40 (1951). In Alexandria Amuse- 
ment Corporation, CCH Dec. 18,134, 16 TC —, 
No. 55 (1951), the opening of a new theater 
was alleged to be an increase in capacity, but 
the Tax Court decided the case on this issue 
against the taxpayer because of an inconsistency 
between the claim and the trial theory. 
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than other changes, and it may be that be- 
cause of this such cases are more readily 
settled. However, the opinions in Jacob’s 
Fork Pocahontas Coal Company and National 
Grinding Wheel Company may lead to some 
conflict in the future. In Jacob’s Fork, the 
taxpayer, which was engaged in the business 
of mining and selling coal, showed that late 
in 1939 it acquired extensive additional coal 
lands. It also showed that some coal was 
removed from these new lands during the 
latter part of 1939. However, the facts in- 
dicated that the coal available for mining 
prior to the acquisition of the new leases 
was considerable in amount, and the tax- 
payer failed to show either that it had in- 
creased its machinery and facilities for 
removal of additional coal or that its monthly 
production increased after it began taking 
coal from the new lands. The court held 
that an increase in the amount of land 
available for mining does not constitute an 
increase in capacity for production within 
the meaning of Section 722. The court de- 
fined capacity for production as “the ability 
of a given plant to produce that which it is 
designed to create or produce and is ex- 
pressed in terms of the number of units 
manufactured, created or produced in a 
given period.” The acquisition of additional 
raw material, therefore, cannot by itself consti- 
tute an increase in capacity for production. 
A more serious obstacle in the way of 
taxpayers seeking relief because of an in- 
crease in capacity for production is the 
opinion in National Grinding Wheel Company 
where it was shown and admitted that a 
manufacturer of grinding wheels had in- 
creased its capacity for production. How- 
ever, there was no proof that there had been 
an existing demand for more grinding 
wheels than were actually sold in any year 
of the base period except one. The court 
held that relief must be limited to an ad- 
justment for the one year when it had an 
existing base-period excess of demand over 
production. The court did not consider 
whether, if the increases in capacity had 
been pushed back two years, the increased 
supply of the product might have reason- 
ably been expected to have increased de- 
mand to a point where the change would 
have directly resulted in an increase in 
earnings. While it might not have been 
true of grinding wheels, certainly there was 
during the base period a latent demand for 


some articles which required only addi- 
tional time and familiarity with the product 
to increase sales.” While the National 
Grinding Wheel Company case does not close 
the door on the possibility that the court 
may in the future recognize this latent de- 
mand, the Commissioner will most certainly 
argue that it is only actual demand as 
evidenced by unfilled orders which is per- 
tinent in the great majority of cases. 


There have been many cases in which 
taxpayers commenced business during the 
base period. In such cases the Section 722 
(b)(4) event has been satisfied, and deci- 
sion usually turns only on whether or not a 
reasonable reconstruction of normal earn- 
ings would result in a refund of tax. How- 
ever, in Victory Glass, Inc., above, a dissenting 
judge argued that mere formal incorpora- 
tion during the base period did not consti- 
tute commencement of business within the 
meaning of Section 722(b)(4) where the 
new corporation was simply carrying on an 
old business which had an established his- 
tory of normal earnings. His position is 
essentially that the majority opinion disre- 
gards the substantive facts as related to the 
purpose of Section 722 in recognizing the 
act of incorporation as synonymous with 
the commencement of business. The logic 
in this minority position is difficult to criti- 
cize, but apparently the Commissioner had 
not argued the point, and the majority 
opinion that incorporation during the base 
period is enough to require an examination 
of constructive earnings is now the law. 

In Industrial Loan Society, Inc.” a sub- 
stantive limitation on the reconstruction of 
earnings of a successor corporation was 
established. There, a taxpayer, in July, 1939, 
acquired the business of a loan office which 
had been operated as a branch of a corpo- 
ration which was wholly owned by the tax- 
payer’s parent. It attempted to use as 
reconstructed earnings the actual earnings 
of the predecessor. The court denied relief 
on the more or less equitable grounds that 
a related corporation had already used the 
same earnings under Section 713 which peti- 
tioner was attempting to use under Section 
722. The dissent correctly points out that 
reconstructing earnings under Section 722 
by using the experience of a predecessor 
would not result in the duplicate use of the 
Same credit by two taxpayers. Neverthe- 





” The bulletin cited at footnote 30, at pp. 
77-81, indicates that in certain cases the Com- 
missioner will recognize the need to reconstruct 
demand (brake fiuid example at p. 79). See 
also Simons, ‘“‘The National Grinding Wheel 
Case Threatens Relief Claims,’’ TaAxes—The Tax 
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Magazine, October, 1947, p. 919, where it is 
pointed out that recognition of latent or poten- 
tial demand could well bring a case within 


the provisions of Sec. 722. 


® CCH Dec. 17,559, 14 TC 487 (1950). 
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less the decision creates a strong restric- 
tion on corporations beginning business 
during the base period. 


Relief Cases Still to Be Decided 


The other situations where Section 722 
(b) (4) relief is to be allowed have not been 
tested in court. Cases where a taxpayer 
claimed that it was committed before De- 
cember 31, 1939, to a change in capacity for 
production or operation have been rela- 
tively few. The matter was considered in 
Irwin B. Schwabe Company® where it was 
held that commitments of the taxpayer’s 
principal officer or of a component corpora- 
tion could not be regarded as the commit- 
ments of the taxpayer for purposes of 
Section 722. In Blaisdell Pencil Company, 
above, a commitment issue was foreclosed 
by a finding of fact without any discussion 
as to what would be considered to consti- 
tute a commitment. One of the important 
exceptions to the general rule that Section 
722 relief is confined to base-period experi- 
ences is that concerning commitments. 
Thus, while a pre-1940 commitment to 
change capacity may constitute a qualifying 


event, the change must actually be consum-— 


mated before it can be recognized for re- 
construction purposes.” There have been no 
cases decided involving either a claimed 
difference in the ratio of nonborrowed cap- 
ital to total capital or the acquisition before 
January 1, 1940, of the assets of a competitor.* 


A great variety of different facts have 
been claimed as bringing a taxpayer within 
Section 722(b)(5): a state law prohibiting 
a Sunday showing of motion pictures; “ the 
expiration of a contract requiring a sub- 
stantial payment of net profits; * unaggres- 


8% CCH Dec. 16,921, 12 TC 606 (1949). 

* That consummation of the change would be 
required in order for a commitment to consti- 
tute a qualifying change under Sec. 722. (b) (4) 
would seem to be clear from the wording of 
the statute. However, the committee reports 
remove any doubt there may have been, since 
there it is stated that where a change com- 
mitted for prior to December 31, 1939, is actu- 
ally completed in later years, it shall be taken 
into account in computing constructive income 
for the year in which it was completed and 
for subsequent years. S. Rept. No. 1631, 77th 
Cong., 2d Sess., p. 202. 

8 Hemenway-Johnson Furniture Company, 
Inc., Tax Court Dkt. No. 27201, involving the 
acquisition of the assets of a competitor, was 
tried at Washington, D. C., in June, 1951. 

% Alexandria Amusement Corporation, cited 
at footnote 78. 

% Clinton Carpet Company, cited at footnote 
16. 

% Foskett & Bishop Company, cited at foot- 
note 43. 
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‘tive earnings. 


sive management; “ the vagaries of a lease; ™ 
and a loss due to the operation of a new 
bus route.* There has been nothing in the 
the opinions unanimously rendered in favor 
of the Commissioner to arouse the hopes of 
taxpayers seeking relief. The court has ad- 
hered strictly to the statutory provision that 
relief under Section 722(b)(5) must not be 
inconsistent with the principles underlying 
the other specific subsections.” It is thus 
not clear what could constitute a Section 
722(b)(5) event. The Commissioner’s re- 
fusal to illustrate a qualifying case nega- 
tives his assertion that Bureau policy is not 
to disallow all relief under that section,” 
and the Tax Court has so far not been dis- 
posed to disagree with his interpretations. 


Cases Litigated Under Section 722(c) 


Section 722(c) is applicable to taxpayers 
which are not entitled to use the excess 
profits credit based on income under Sec- 
tion 713. While it has been argued that the 
section should be construed to apply to all 
taxpayers which must compute their excess 
profits tax by use of an excess profits credit 
based on invested capital," the Tax Court 
has determined that it covers only taxpayers 
which have no basis for even computing a 
credit based on income, that is, corporations 
coming into existence after 1939. (Toledo 


Stove and Range Company, above.) There 
are three situations where relief can be 


had: (1) where intangible assets not in- 
cludible in invested capital make important 
contributions to income; (2) where capital 
is not an important income-producing fac- 
tor; or (3) where the invested capital is 
abnormally low. Because of its limited 
application, there have been only three cases 
litigated under Section 722(c). 


& Philadelphia, Germantown and Norristown 
Railroad Company, CCH Dec. 15,100, 6 TC 789 
(1946); Park and 46th Street Corporation, CCH 
Dec. 17,592, 14 TC 588 (1950); George Kemp 
Real Estate Company, CCH Dec. 17,003, 12 TC 
943 (1949). 

8 Suburban Transportation System, cited at 
footnote 77. 

-® Roy Campbell, Wise and Wright, Inc., cited 
at footnote 55. 

* Bulletin cited at footnote 30, at p. 129. 
E. P. C. 4, 1946-2 CB 122, sets forth a change 
of accounting period as a Sec. 722 (b) (5) 
event. However, it is not clear how such a 
change could be utilized in computing construc- 
See, also, E. P. C. 11, 1947-1 
CB 79, where a hypothetical case which is 
stated to come within Sec. 722 (b) (5) could 
not be reconstructed on a basis which would 
afford relief unless the assumptions necessary to 
support relief under Sec. 722 (b) (4) are made. 

* Crampton, ‘‘Excess Profits Tax Relief for 
Pre-1940 Corporations,’’ TAxEs—The Tax Maga- 
zine, March, 1946, p. 231. 


115 





The Danco Company” was organized in 
April, 1940, to fabricate sheet metal to cus- 
tomers’ specifications. Its principal business 
was war work, making metal cabinets for 
Army X-ray units. The taxpayer introduced 
balance-sheet figures of a firm which had 
operated in the same area during the base 
period. Petitioner claimed that its president 
had valuable contacts and special technical 
skill which constituted intangible assets not 
includible in invested capital. The court 
agreed, stating that Section 722(c)(1) does 
not require that the intangible assets be 
owned by the corporation but simply that 
they must make important contributions to 
the corporation’s income. The court then 
stated that qualification under Section 722 
(c)(2) was met where the “taxpayer’s busi- 
ness is of a class in which the normal profit 
is so greatly in excess of the normal return 
on invested capital of 8 per cent recognized 
by the statute that the large discrepancy 
between such profit and such normal rate 
clearly indicates that the invested capital 
method is inadequate as a basis for deter- 
mining its excess profits credit.” Under 
such definition it found that the petitioner’s 
business was of a class in which capital was 
not an important income-producing factor. 
However, the court denied relief on the 
grounds that the taxpayer had failed to 
provide sufficient evidence from which nor- 
mal earnings could be reasonably determined. 


In Tin Processing Corporation, above, the 
Tax Court did not consider the question of 
whether the taxpayer had met the require- 
ments of Section 722(c)(1), (2) or (3), 
since it found that the taxpayer had recon- 
structed income based upon a character of 
its business which it never achieved during 
the taxable years. In Crowncraft, Inc.™ re- 
lief was denied on the ground that the 
taxpayer failed to prove that it would have 
made a profit during the base period. The 
taxpayer there was engaged in manufactur- 
ing aircraft assembly jigs. It was shown 
that prior to the start of the war aircraft 
manufacturers had refused to subcontract 
the construction of assembly jigs, and the 
court refused to allow relief based only on 
the assertions of taxpayer’s witnesses that 
taxpayer could have profitably carried on 
operations during the base period. 


The cases which have been presented to 
the Tax Court up to the present time, while 
involving a great number of different fact 
situations, have not satisfactorily answered 
many of the interpretative questions con- 
cerning Section 722. It is clear from read- 


ing the printed decisions that a large number 
of cases have been lost because of inade- 
quate applications for relief and poor pres- 
entation of the trial case. While part of 
this seemingly insufficient preparation can 
be traced to a lack of knowledge concerning 
what was necessary to satisfy the provisions 
of Section 722, still much of the failure 
must be attributed to a complete failure 
to comprehend the heavy burden of proof 
which a taxpayer must assume. When the 
cases involving substantially greater amounts 
of money than those heretofore litigated 
come to trial, it can be expected that this 
Situation will be remedied. Furthermore, 
several of the Commissioner’s rulings on 
Section 722 relief are certain to come under 
heavy fire, and their validity will be thor- 
oughly tested. 


Variable-Credit Rule 


Two of the most important interpreta- 
tions, moneywise, which the Commissioner 
has established and which have so far not 
received even passing comment by the Tax 
Court are those involving the variable-credit 
rule and the rule concerning adjustment 
for base period antitrust violations. The 
variable-credit rule is found in Regulations 
112 at Section 35.722(3)(d). The variable- 
credit rule is a limitation on the two-year 
push-back rule of Section 722(b)(4). It 
provides that where a taxpayer has not 
reached its full level of normal operations 
because of a change in character during 
the base period, it must limit its reconstruc- 
tion for the first two excess profits tax 
years to the amount which might reason- 
ably have been expected to have been 
earned in those years from the date when 
the change was actually made. Application 
of the push-back rule in such a situation 
would, of course, date the change two years 
previous and would result in the same re- 
constructed amount for each of-the excess 
profits tax years. 


A reading of Section 722(b)(4) does not 
indicate that the push-back rule can be so 
limited. It provides unequivocally that where 
the taxpayer did not reach by the end of 
the base period the earnings level which it 
would have reached if the taxpayer had 
made the change two years previously, the 
change shall be deemed to have been made 
at the earlier time. The statutory authority 
for limiting this language is apparently 
based on Section 722(a) which requires a 
taxpayer to establish “a fair and just amount 


% Danco Company, cited at footnote 5. 


% CCH Dec. 18,190, 16 TC 690 (1951). 


116 February, 1952 ¢ TAX E S — The Tax Magazine 


+A tO Omer Owe wr OOD RAO & 


—-sr © © | © 


ee a a a a ee ee ae?) ee ee ee. | 





representing normal earnings to be used 
as a constructive average base period net 
income for the purposes of an excess profits 
tax based upon a comparison of normal 
earnings and earnings during an excess 
profits tax period.” The argument is that 
to allow a taxpayer to use as normal an 
amount which it could not in 1939 have 
reasonably expected to realize in the early 
excess profits tax years would result in 
making the amount so allowed unfair and 
unjust.” 

The Tax Court has several times applied 
the push-back rule in such a manner as to 
disregard completely the theory behind the 
variable-credit rule. In East Texas Motor 
Freight Lines, above, it will be remembered 
that the taxpayer made three changes in 
character within the meaning of Section 722. 
These changes, involving the establishment 
of new routes, occurred on October 1, 1938, 
October 13, 1938, and on December 12, 1939. 
The court found as a fact that the tax- 
payer had not reached the average peak of 
operations by December 31, 1939, on two 
of the routes and stated that it usually takes 
two to four years to develop routes of such 
length to a point where the maximum 
amount of freight is obtainable. 
payer was claiming relief from excess profits 
tax for the fiscal years ended June 30, 1941, 
June 30, 1942, and June 30, 1943. The gov- 
ernment argued on brief that the variable- 
credit rule was applicable to limit relief for 
the first two tax years. However, the Tax 
Court found that the taxpayer was entitled 
to use a constructive average base period 
net income for each of the three years in 
exactly the same amount except for adjust- 
ments for income taxes for the fiscal year 
ended June 30, 1941. No mention was made 
of the variable-credit rule, even though the 
testimony as to the length of time it would 
have taken to establish a normal level of 
earnings from these changes indicates that 
as of the end of the taxpayer’s base period 
it could not have expected to have reached 
such normal level until after May or De- 
cember of 1941. Shortly after this opinion 
was rendered, the Excess Profits Council 
issued E. P. C. 14" which simply stated 
that it was the opinion of the Excess Profits 
Council that the decision neither revoked nor 
modified the variable-credit rule. There was 
no attempt by the council to rationalize the 
plain import of the East Texas case, however. 

* For a discussion of the pros and cons of 
the variable-credit rule, see ‘‘Round Table 


Discussion of Today’s Problems Under Section 
722,’ Proceedings of New York University 


Excess Profits Tax Relief 


The tax- 


Subsequently, in Lamar Creamery Com- 
pany, above, the court was faced with a case 
where a taxpayer established a qualifying 
change in character which had occurred in 
1938. The Tax Court found that the normal 
earnings level because of this change had 
not been reached by the end of 1939 and 
applied the push-back rule to consider that 
the change had been made in 1936. The 
court allowed the taxpayer to use a con- 
structive average base period net income in 
the same amount for each of the years 1941 
and 1942. In applying the push-back rule 
the Tax Court took 1939 actual sales and 
added twice the difference between 1939 
and 1938 sales. Thus, it, in effect, gave the 
taxpayer two years of growth after 1939. No 
mention was made of the variable-credit rule. 


In Del Mar Turf Club, above, the Tax 
Court was faced with a case where a tax- 
payer began business in 1937. The Tax 
Court found that the petitioner had an initial 
development period of approximately five 
years. Under these two findings, the tax- 
payer could not have expected to reach its 
normal level of earnings until at least the 
end of 1941. However, the Tax Court, mak- 
ing no mention of the variable-credit rule, 
applied the push-back rule to allow the 
taxpayer a full amount of constructive aver- 
age base period net income for the year 1941. 


While these cases are only examples of 
how the Tax Court has applied the push- 
back rule in cases where the principles of 
the variable-credit rule might have been in- 
voked and were not, the dictum in another 
case would tend to support a theory directly 
contrary to that necessary to uphold the 
variable-credit rule. Implicit in the variable- 
credit rule is a requirement that events and 
conditions as they would actually have been 
in a tax year be considered prior to a deter- 
mination as to what would have been normal 
for the base period. The Tax Court rejected 
such an approach where it was asserted by 
a taxpayer in the Clinton Carpet Company.” 
In that case the taxpayer could have pre- 
dicted in 1939 with absolute certainty that 
its base-period deductions from gross income 
for the cost of an exclusive sales contract 
would not be required after December 31, 
1940. It, therefore, contended that a proper, 
fair and just amount representing normal 
earnings during the base period for the pur- 


“pose of determining an excess profits tax 


for years subsequent to 1940 would include 
the amounts which were actually taken as 


Fifth Annual Institute on Federal Taxation, 
1947, pp. 896, 916-919. 

% 1947-1 CB 88. 

% Cited at footnote 16. 





deductions during the base-period years. 
The court, in rejecting this contention, stated 
that the scheme of the statute “does not 
allow the taxpayer to look at the tax years 
and then try to determine what would be 
normal earnings of those years to compare 
with them, but requires instead that the 
taxpayer look at the base years, closing its 
eyes to events taking place after December 
31, 1939, to determine what were normal 
earnings of the base years.” This language 
indicates that the court is not going to be 
influenced in determining normal earnings 
for the base period by conditions which 
might have existed after the end of the base 
period. 


The strongest argument in support of the 
use of the variable-credit rule is claimed to 
be an equitable one, that is, that a taxpayer 
should not be allowed a credit based on 
earnings which it could, under no circum- 
stances, have realized in the first two tax 
years following the base period. However, 
the same kind of equitable argument in re- 
verse can be advanced in support of the 
taxpayer in the Clinton Carpet case wherein 
the Tax Court chose to rely on the literal 
provisions of Section 722. If there is an 


inequity as claimed by the Commissioner, 
it would seem that it is always proper to 
examine conditions during the taxable years 
to determine whether a change justifying use 
of the push-back rule has been accomplished 


as expected in order to decide whether relief 
is “equitable.” Thus, it would be inequitable 
to allow a taxpayer to adjust for a change 
in character which in 1939 could have been 
expected to make money during the taxable 
years but which actually did not. Deter- 
mination of fact situations by the use of 
reasoning analogous to that advanced in 
support of the variable-credit rule would 
lead to results which would be obviously 
absurd and unintended by the statute. 

One facet of the variable-credit rule which 
has been argued before the Tax Court is 
that which provides that where a taxpayer 
during the tax years abandons a change 
which it made during the base period, there 
is no basis for reconstructing normal earn- 
ings for taxable years when the change had 
been abandoned.” In Powell-Hackney Gro- 
cery Company,* the taxpayer involved ac- 
quired a third store during its base period 
which burned down in 1943 and was not 
replaced. Taxpayer is seeking relief for the 
taxable years 1941 through 1945 because of 

% Bulletin cited at foatnote 30, at pp. 123-124. 


% Tax Court Dkt. Nos.\8815 and 26653, argued 


at Knoxville, Tennessee, June 13, 1950. 


the acquisition of this store in the base 
period. The government on brief argues 
that the taxpayer can in no event get relief 
under Section 722 for the taxable years sub- 
sequent to the burning of the store, because 
determination of a fair and just amount for 
use in computing excess profits taxes for 
the years 1944 and 1945 would not include 
amounts which could have been earned in 
the third store. If the Tax Court deter- 
mines that acquisition of the third store dur- 
ing the base period would have resulted in 
a higher level of normal earnings, it will 
have to decide the question of whether the 
variable-credit rule will apply to bar relief 
for the years 1944 and 1945. Such a decision 
should set at rest much of the speculation 
concerning the Tax Court position. 


Antitrust Violations 


The rule concerning violations of the anti- 
trust. laws, which the Excess Profits Coun- 
cil announced in E. P. C. 10,” is due to 
come before the court when the larger cases 
are heard. E. P. C. 10 provides that where 
a taxpayer has earnings which it would not 
have realized except that it violated the anti- 
trust laws, such earnings will not be included 
in normal earnings under Section 722. Viola- 
tors whose earnings are adversely affected 
will not be allowed to adjust for such 
adverse effects. The ruling attempts to place 
the burden of showing that earnings which 
it establishes as normal are not in any way 
attributable to the violaton of antitrust 
laws. The rule announces that violation will 
be deemed established where it has been 
acknowledged by the taxpayer or adjudi- 
cated by a court, commissioner, or other 
tribunal of competent jurisdiction. It is 
stated that no presumption of fact will be 
based merely upon charges of violation, but 
this is contradicated by the further state- 
ment that where such charges have been 
made, a taxpayer must establish whether 
or not abnormal earnings have résulted from 
its activities. 


The basis for E. P. C. 10 is undoubtedly 
that violations of the antitrust laws cannot 
be considered to be normal; therefore, where 
a taxpayer benefited therefrom, the inclu- 
sion of earnings attributable to such viola- 
tions would not constitute normal earnings. 
However, that this is not the only basis for 
the rule and that it is intended in part to 
constitute punishment is clear from the pro- 
vision of the memorandum which will not 


% 1947-1 CB 78. 
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allow a violator adversely affected by viola- 
tions to adjust his earnings to normal condi- 
tions.” Aside from its questionable validity, 
E. P. C. 10 would seem to be almost impos- 
sible of application. Any determination as 
to what portion of base-period earnings could 
be said to have been attributable to violation 
of the antitrust laws would be an approxi- 
mation so devoid of supporting fact as to 
come within the realm of pure conjecture. 
Further, despite the specific disclaimer, any 
attempt to invoke the rule in the case of a 
taxpayer who has only been charged with 
violation of- the antitrust laws is necessarily 
going to involve proof of the innocence or 
guilt of the violator, because only the guilty 
party is subject to the adjustment.™ 

The requirement of the Commissioner that 
a complete reconstruction of the entire base- 
period earnings of a taxpayer must be made 
rather than that the reconstruction be limited 
to adjustment of earnings as effected by the 
specific qualifying change could be very 
forcefully questioned. There is no Tax 
Court decision which forecloses the taxpayer 
from arguing that it is entitled to its actual 
average earnings except where such earnings 
are inadequate. Of course proof of all ad- 







] NTIL you have considered the tax im- 
/ plications: 


(1) Never buy, sell or exchange substan- 
tial business assets. Of course, that rule 
could be.extended to the disposition or acquisi- 
tion of any substantial assets. 


(2) Never organize, reorganize, recapital- 
ize or liquidate a corporation. 


(3) Never approve a corporation’s salary 
policies or dividend policies, or business 


100 Some authority for penalizing antitrust 
violators might be derived from National Broad- 
casting Company v. U. S., 319 U. S. 190 (1947). 
However, the present situation is readily dis- 
tinguishable since that case involved a deter- 
mination by a regulatory body, the Federal 
Communication Commission, that it was not in 
the public interest to grant a radio license to 
those who engaged in practices which might 
constitute a violation of the antitrust laws. 

11 Jn Blaisdell Pencil Company, cited at foot- 
note 39, the taxpayer, in an effort to show that 
a price war existed, introduced into evidence 
the complaint of the Federal Trade Commission 
charging petitioner with price fixing. It is 
not apparent whether any argument was made 
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LOOK BEFORE YOU LEAP 


verse adjustments to actual earnings must 
be made by the Commissioner, and it would 
seem that where the Commissioner is claim- 
ing that favorable abnormal conditions 
affected a taxpayer during the base period, 
he must plead such facts in his answer. 


While the Tax Court has rendered few 
decisions in favor of taxpayers so far, there 
is no reason for pessimism on the part of 
future litigants. Not one adverse decision 
can be criticized as indicating an unsym- 
pathetic court. On the other hand, several 
decisions favorable to taxpayers are in the 
realm of the doubtful from the government’s 
standpoint. There have been few close cases, 
and examination will show that the tax- 
paver has generally received the best of any 
reasonable doubt. Almost every calendar 
of the court is headed by one or more 
Section 722 cases, and well-presented cases 
will assuredly receive a careful considera- 
tion. It can only be hoped that such cases 
will start appearing in the records with more 
regularity than they have in the past. Only 
then will an estimate of what can be expected 
from the Tax Court be worth the lawyer’s 
fee. [The End] 





transactions between a corporation and a 
person who directly or indirectly controls a 
majority of the stock of the corporation. 


(4) Never organize, reorganize or termi- 
nate a partnership. 


(5) Never approve a substantial intra- 
family transaction, secure a divorce or make 
a separation agreement.—Randolph Thrower, 
“What the General Practitioner Should 
Know about Taxation,” Tennessee Law Re- 
view (December, 1951), page 32. 


as to E. P. C. 10, since relief was denied on 
other grounds. A nice question as to whether 
such a violation would be a violation of the 
antitrust laws within the meaning of E. P. C. 
10 was avoided. In the brief in Jefferson Amuse- 
ment Company, Tax Court Dkt. No. 27267, 
argued in October, 1950, in Houston, Texas, 


-the Commissioner is asserting that the peti- 


tioner received abnormal base-period income 
through its affiliation with Paramount Pictures, 
which was involved in antitrust proceedings. 
There is no mention of E. P. C. 10, however. 
This is the first case where such an argument 
has been made. The pleadings do not indicate 
that the Commissioner would assert such a 
defense. 
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THE FILING OF 54 MILLION INCOME TAX RETURNS IN A YEAR ILLUS- 


TRATES THE SIZE OF THE GOVERNMENT'S TAX-COLLECTION PROBLEM. 


| by THE FISCAL YEAR ended June 
30, 1950, the federal government collected 
over 28 billion dollars through taxes 
on individual and corporate incomes. Dur- 
ing the same 12-month period, taxpayers 
filed more than 54 million income tax re- 
turns with the collectors of internal reve- 
nue. Statistics such as these are dry 
and uninteresting, but they do provide one 
way of describing the size of the govern- 
ment’s income tax collection problem. A 
brief description of the way in which the 
government tries to solve this problem will 
introduce the questions I am going to dis- 
cuss and will also provide a useful back- 
ground on federal tax practice and procedure. 

The basic method of collecting income tax 
today is the return system under which 
each taxpayer is required to file a prescribed 
form of return showing the amount of tax 
he believes due together with certain in- 
formation in support of his tax calculation. 
The taxpayer is required to pay the tax 
which his return indicates is due at the time 
he files the return. Another feature of the 
return system that aids in the collection 
of tax is the use of information returns. 
In certain cases persons making payments 
of income to taxpayers must report such 
payments in information returns. Next the 
employees in the offices of the collectors and 
the offices of the internal revenue agents in 
charge take action. Within the time limit 
prescribed by the statute of limitations they 
examine carefully many of the returns filed 
each year. Following the audit of the return 
any tax deficiency discovered is assessed and 
collected from the taxpayer. Finally, a credit 
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THE AUTHOR DESCRIBES THE COLLECTORS’ 


THREE MAIN DUTIES. 








or refund of tax may be in order if the 
taxpayer has paid too much. The importance 
of the collectors of internal revenue is indi- 
cated by the fact that they participate to a 
greater or lesser degree in all seven steps 
in the return system—namely, filing tax re- 
turns, payment of tax, information returns, 
audit of tax returns, assessment, collection 
and refunds. 

In addition to the return system for col- 
lecting income tax two other methods are also 
used. One of these methods is the system 
of withholding tax at the source, which ap- 
plies only to interest payments on tax-free 
covenant bonds issued before January 1, 
1934, and certain income payments to non- 
resident aliens and foreign corporations. 
Under this system tax is deducted and paid 
to the collector by the person making pay- 
ment of income instead of by the recipient 
of the income, who gets only the balance 
left after the tax is paid. 

In recent years the Bureau of Internal 
Revenue has successfully collected income 
tax by means of a third method, known as 
the pay-as-you-go system, in which indi- 
vidual income taxes in a large measure are 
collected in the taxable year that the tax- 
payer receives the income rather than in 
the succeeding year under the return sys- 
tem. The pay-as-you-go system actually 
is a combination of two tax collection 
methods: first, employers are required to 
withhold income tax from wages, and sec- 
ond, individual taxpayers are required to 
pay estimated tax in quarterly installments 
on income other than wages. Many tax- 
payers pay income tax under both these 
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methods because they receive wages subject 
to withholding and have other income upon 
which estimated tax must be paid. Further- 
more, the tax paid under the pay-as-you-go 
system is seldom the same as the tax- 
payer’s ultimate income tax liability, and he 
must file a tax return in the following year 
even though he has already paid the major 
part of his tax. In this respect the pay-as- 
you-go system is a supplement to the 
return system. Its utility in collecting in- 
come taxes is indicated by the fact that 
during the fiscal year 1950 almost $10 
billion of income tax was withheld from 
taxpayers’ wages by employers. The col- 
lectors of internal revenue play an active 
part in collecting tax under the with- 
holding tax at the source method and under 
the pay-as-you-go system as well as under 
the return system. 

In the space available, it is not possible 
to discuss all the activities of the collectors 
of internal revenue. If we were to consider 
all their functions we would find it neces- 
sary to explore practically all phases of 
federal tax procedure and practice. There- 
fore I have selected three problems which 
I hope you will find interesting. 


Enforcement 
of Income Tax Withholding 


The first of these problems involves the 
pay-as-you-go system of collecting income 
tax, and particularly the part of that system 
under which employers are required to 
withhold income tax from the wages of 
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their employees. What steps are taken 
by the collectors to enforce income tax 
withholding? 

Although the system for collecting in- 
come tax at the source on wages has in 
effect made tax collectors of employers and 
thus substantially reduced the government’s 
problem of administering the income tax, it 
is still necessary for the government to 
check on the employers. To this end each 
collector keeps master lists of all em- 
ployers in his district. These master lists 
are used in connection with social security 
taxes as well as income tax withholding. 
An employer may get on one of these 
master lists by filing Form SS-4 with the 
collector. Form SS-4 is an application for 
an identification number. Most employers 
voluntarily file Form SS-4 because of the 
substantial penalties for failure to withhold 
income tax and deduct social security taxes 
from the wages of employees. Employers 
who do not voluntarily file Form SS-4 and 
do not withhold tax from wages are fre- 
quently discovered by the field deputy col- 
lectors when they canvass their zones, and 
other delinquent employers are exposed 


_when employees file claims for social se- 


curity benefits, since in processing such 
claims a check is made on the social security 
taxes deducted by the employer and paid by 
him to the collector. 

Well in advance of the due date the 
collectors mail to all employers on the 
master lists preaddressed Forms 941 for use 
in filing quarterly returns of income tax 
withheld on wages and social security taxes. 
The completed Forms 941 returned by the 
employers to the collectors are listed by 
identification number and amount of tax 
paid, and such lists are checked against 
the master lists. In this way employers 
who have not filed their Forms 941 are 
discovered. Such employers are notified 
by mail that they are delinquent in filing 
their return, and if the return is not filed 
promptly, the matter is turned over to the 
zone deputy collector for action. Such action 
may include the making of a return for the 
taxpayer by the deputy collector from his 
own knowledge or from such information 
as he can obtain. In appropriate cases 
jeopardy assessments are made for with- 
holding taxes. If an employer files 
the required return but fails to pay the 
tax or pays only a part of the tax, the 
deputy collector takes steps to collect 
the amount due by means of notice and de- 
mand, and if necessary, by distraint. As an 
aid to the collection of taxes, including in- 
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The author presented this paper before 
the Fourth Federal Tax Conference of the 
University of Chicago. The material in it 
will shortly appear as part of a book on 
federal tax procedure and practice to be 
published by Little, Brown & Company 
of Boston. 





come taxes withheld by employers from 
wages of employees, the Internal Revenue 
Code provides a lien in favor of the United 
States upon all property and rights to prop- 
erty, whether real or personal, belonging 
to the employer. Furthermore, the Code 
states that the amount of tax withheld by 
the employer shall be a special fund in trust 
for the United States, and this aids in the 
recovery of withheld taxes in case of the 
bankruptcy or insolvency of the employer. 
Withholding taxes like other taxes due 
the United States may be sued for and 
recovered in the federal district courts. Thus 
the collector has adequate remedies to col- 
lect income tax which the employer is re- 
quired to withhold from the wages of his 
employees. 


The task of auditing the returns filed by 
employers on Form 941 is also performed 
by the field deputy collectors. Since Form 
941 is used for reporting both income tax 
withheld and social security taxes, the 
audit covers both classes of taxes. The 
statute and the regulations set forth in de- 
tail the situations in which withholding 
by the employer is required, but the deputy 
collector and the employer may disagree 
on the application of the statute and the 
regulations to specific fact situations. In 
such cases the deputy collector can never- 
theless collect the tax; the employer’s rem- 
edy is to file a claim for refund and sue in 
the courts if the claim for refund is denied. 
Before the disputed tax is collected the 
employment tax unit frequently permits the 
emplover to file a written protest and to 
state his position at an informal hearing, 
but if the dispute is not settled by such 
protest and hearing, the employer must pay 
the tax and then take steps to recover it. 
Thus it is important to remember in deal- 
ing with withholding tax audits that unlike 
the usual income examination by a revenue 
agent the taxpayer does not receive a 30- 
day letter and does not, have opportunities for 
numerous conferences and even a Tax Court 
hearing before paying the tax. On the 
contrary, if the taxpayer is unable to settle 
the controversy with the deputy collector 
and his immediate superiors, the taxpayer 
must pay the tax claimed to be due and try 
to get it back through a refund claim, and 


if necessary, suit in the federal district court 
or the Court of Claims. 


Selecting Tax Returns for Audit 


The advisory group appointed by the 
Joint Committee on Internal Revenue Tax- 
ation to investigate the Bureau of Internal 
Revenue pointed out in its report in 1948 
that there are three basically different meth- 
ods of selecting returns for audit. 

The first method provides for audit of 
predetermined classes of taxpayers in a 
regular cycle. The classifications may be 
based upon the size of the taxpayer’s in- 
come, the nature of his occupation, the 
sources of his income or some other sig- 
nificant characteristic. The cycle may be 
an annual one or spread over two or more 
years. Thus, a three-year cycle applied to 
professional persons would require that 
each such taxpayer be audited once in three 
years. The Bureau uses this method of 
selection on an annual cycle for the re- 
turns of very large taxpayers. 


A second method of selection employs 
the judgment of trained personnel to screen 
all returns in a brief survey and set aside 
those that appear most in need of review 
or examination to meet any objective of 
enforcement. Thus if the goal is additional 
tax revenue, the process is used to locate 
the returns that are likely to be most pro- 
ductive. The Bureau makes extensive use 
of this method, both by formal survey pro- 
cedures and through the practice of requi- 
sitioning returns by revenue agents and others 
who participate in the audit of returns. 

The third basis of selection is to employ 
random sampling methods, utilizing the 
returns filed by taxpayers, the information 
returns now available to the Bureau and 
outside sources of information. Preliminary 
to the selection of the sample, returns may 
be classified into groups based on the 
nature of the taxpayer’s occupation, the 
sources of his income or some other signifi- 
cant characteristic as in the regular cycle 
method of selecting returns for audit. In his 
annual report for the fiscal year ended June 
30, 1950, the Commissioner of Internal Rev- 
enue pointed out that examination was 
made during the year of 162,000 individual 
income tax returns for 1948 selected for the 
first sample test in the Bureau’s audit con- 
trol program. The information obtained 
during the first year under this program 
included the following items: (1) Errors 
of $2 or more in tax liability were found 
in one out of every four individual income 
tax returns, or 14 million out of the 52 
million returns filed. (2) Ninety-one per 
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cent of the errors were against the gov- 
ernment; 9 per cent were against the 
taxpayer. (3) The understatements in in- 
dividual income tax aggregated $1.3 billion; 
the overstatements, $90 million. (4) The 
sources of major errors in the 14 million 
defective returns were: (a) income reported 
incorrectly, 54.9 per cent; (b) personal de- 
ductions reported incorrectly, 23.4 per cent; 
(c) exemptions claimed improperly, 16 per 
cent; and (d) mathematical errors, 5.6 
per cent. The program for 1949 returns 
varies somewhat from that for the prior 
year. The number of individual tax returns 
to be tested will be greatly reduced, but 
intensified consideration will be given to 
business income returns. Also, the pro- 
gram has been extended to cover the re- 
turns of smaller corporations and to include 
returns of certain federal excise taxes. The 
extent to which the sampling methods can 
be used successfully in selecting returns for 
audit will have an important bearing on 
future administration of the tax laws. 


Although random sampling methods are 
being used by the Bureau to a limited 
extent in selecting returns for audit, the 
principal method of selection at the present 
time is still screening the returns which 
are filed. The steps taken by the Bureau 
in screening returns are useful information 
for anyone concerned with the audit of tax 
returns. 


Income tax returns are filed by the tax- 
payers with the collectors of internal reve- 
nue. Several preliminary steps are first 
taken, including sorting and numbering the 
returns, preparation of assessment lists and 
checking each return for mathematical ac- 
curacy. The determination of the collec- 
tor with respect to a mathematical error 
is final, and the taxpayer must pay the 
additional tax which the collector claims. 
However, if the taxpayer does not agree 
with the proposed additional tax, he may 
write to the collector stating why he be- 
lieves it is erroneous, and the proposed 
tax will be carefully reviewed and affirmed, 
modified or withdrawn, as the case may be. 
After these preliminary steps are com- 
pleted, the returns are separated by the 
employees in the collector’s office into three 
groups: collectors’ returns, agents’ returns 
and Bureau returns. 

The collectors retain for audit all indi- 
vidual returns on Form 1040-A, together 
with individual returns on Form 1040 which 
show adjusted gross income under $7,000 
(provided total receipts from business or 
profession are not in excess of $25,000). 
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During the year 1950 the number of Forms 
1040 filed was approximately 35 million of 
which some 32 million were retained for 
audit by collectors under this rule. 


The collectors make available to the 
internal revenue agents in charge individual 
returns on Form 1040 which show adjusted 
gross income over $7,000 or total receipts 
from business or profession in excess of 
$25,000. Such returns for taxable years 
beginning prior to January 1, 1948, were 
classified in the Income Tax Unit in Wash- 
ington. Those showing adjusted gross in- 
come over $25,000 were set aside for field 
investigation together with returns report- 
ing smaller incomes but indicating mistakes, 
doubts or discrepancies with information 
returns. Presumably similar rules will be 
followed by the employees in the agents’ 
offices in reviewing this group of returns. 


The collectors send corporation returns 
to the Income Tax Unit in Washington, 
which also reviews partnership returns re- 
porting income of substantial amounts or 
involving complex transactions, taxable re- 
turns of fiduciaries, returns of withholding 
agents, personal holding company returns 
and returns of exempt organizations. Cor- 
poration returns disclosing gross income 
over $75,000 with some tax liability and 
corporation returns with gross income over 
$125,000 but disclosing no tax liability are 
sent to the agents’ offices for investigation; 
returns reporting smaller incomes are classi- 
fied for field investigation if a tax deficiency 
or overassessment appears probable. 


The number of returns selected for in- 
vestigation is relatively small compared 
with the number of returns filed. It has 
been estimated that 1947 individual income 
tax returns were examined to this extent: 


Adjusted Per Cent 

Gross Income Classes Examined 
Under $7,000 3.9 
$7,000 to $10,000 1i7 
10,000 to 25,000 24.3 
25,000 to 100,000 47.7 
100,000 and over 67.8 


Except for the returns of taxpayers report- 
ing large incomes, selection of a return for 
audit depends to a large extent upon whether 
the return on its face indicates a potential 


- tax deficiency. As long as the Bureau relies 


principally on the survey method in select- 
ing returns for investigation, it is important 
to avoid obvious mistakes in preparing in- 
come tax returns. Likewise the situation 
should be studied carefully before a refund 
claim is filed, a prompt assessment is re- 
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quested or application is made for a ruling 
or closing agreement since such action 
converts the chance of a return being 
audited from a rather remote possibility 
to a substantial probability. 


One further point is worth mentioning 
before we proceed to a discussion of settle- 
ment of income tax controversies with the 
collector. Section 3631 of the Internal 
Revenue Code provides that “no taxpayer 
shall be subjected to unnecessary examina- 
tions or investigations, and only one in- 
spection of a taxpayer’s books of account 
shall be made for each taxable year unless 
the taxpayer requests otherwise or unless 
the Commissioner, after investigation, noti- 
fies the taxpayer in writing that an addi- 
tional inspection is necessary.” A _ defi- 
ciency in tax asserted as the result of an 
improper examination is not void, however, 
and the failure of a taxpayer to object to an 
additional examination of his books and 
records without the notice mentioned in 
the statute has been held to be a waiver of 
the protection which it gives. 


Settlement of Controversies 
with Collector 


We have previously noted in connection 
with the selection of returns for audit that 
the collectors audit all individual returns 
on Form 1040-A and individual returns 
on Form 1040 which show adjusted gross 
income under $7,000 (provided total re- 
ceipts from business or profession are not 
in excess of $25,000). The collectors have 
no authority to audit returns in their own 
right; any such authority exercised by them 
has been delegated to them by the Com- 
missioner and can be withdrawn by him. 
However, the collectors were called upon 
to assist in the audit as early as 1918 
because the task of auditing tax returns had 
proved too great for the revenue agents 
alone, and today the work of the employees 
in the collectors’ offices on the millions of 
individual returns reporting relatively 
small incomes is an important part of the 
Bureau’s audit program. 

The procedure in the collectors’ offices for 
auditing returns closely parallels that in the 
offices of the internal revenue agents in 
charge and consists of two informal proceed- 
ings. The first is an office audit in most 
instances by a deputy collector, although 
on occasion he may visit the taxpayer at 
his home or place of business. The second 
proceeding is based upon a written protest 
filed by the taxpayer on the items in dis- 








pute at the conclusion of the audit and in- 
cludes a discussion of such items at an 
informal hearing in the collector’s office. 


Audit of an income tax return on Form 
1040 in the office of the collector of internal 
revenue consists chiefly of a careful examina- 
tion of the return itself. Only if the return 
indicates a potential tax deficiency or over- 
assessment does the examiner ask the tax- 
payer to furnish specific information by 
mail. The taxpayer and his representative 
by taking the initiative may talk with the 
examiner about the return. The audit of 
the return results in agreement or disagree- 
ment between the taxpayer and the exam- 
iner concerning the correct tax liability. 


If the taxpayer agrees with the income 
tax deficiency or overassessment found by 
the examiner in the collector’s office, the 
examiner will provide a waiver of restric- 
tions on assessment and collection of 
deficiency in tax on Form 903, or an accept- 
ance of proposed overassessment on Form 
903A, as the case may be. The waiver on 
Form 903 is the same as the waiver on 
Form 870 used by the internal revenue 
agents in charge except for minor changes 
making it suitable for use by collectors, and 
the acceptance on Form 903 is likewise 
practically identical with the acceptance on 
Form 873. A signed waiver on Form 903 
enables the collector to assess and collect 
the tax deficiency indicated on it. Over- 
assessment acceptances, on the other hand, 
are forwarded to Washington for issuance 
of a certificate of overassessment. Unlike 
determinations in the offices of the internal 
revenue agents in charge, determinations in 
the collectors’ offices, even with respect to 
Overassessments, are not reviewed in 
Washington. 


If the taxpayer does not agree with the 
income tax deficiency or overassessment 
found by the examiner in the collector’s 
office, the taxpayer has three alternatives: 
(1) He may file a waiver, pay the tax de- 
ficiency and claim a refund. (2) He may 
request the collector to send the statutory 
notice or 90-day letter. (3) He may wait 
until he receives a preliminary notice or 30-day 
letter. These alternatives are similar to but 
not identical with the taxpayer’s alternatives 
when he disagrees with an agent in the office 
of the internal revenue agent in charge con- 
cerning income tax liability. The impor- 
tance of these three alternatives warrants a 
brief discussion of each one. 


Refund claim.—When the return has been 
checked in the collector’s office, this course 
of filing a waiver, paying the tax and claim- 
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ing a refund is even less attractive than it 
is when the return is audited in the agent’s 
office because of the procedure for handling 
refund claims in the collector’s office. If 
the return was audited in the agent’s 
office, the refund claim will be checked by a 
different agent at a later date, and even if 
he recommends that the claim be denied, 
the taxpayer may still file a protest, have a 
conference with a representative of the 
internal revenue agent in charge and take 
the matter before the Technical Staff before 
ultimately having to sue on the refund claim 
in the Court of Claims or the district court. 
If the return was audited in the collec- 
tor’s office, on the other hand, the refund 
claim is checked by an examiner, who usu- 
ally talks with the taxpayer, and if the 
claim is to be wholly or partly denied, the 
collector writes the taxpayer a letter stating 
that he may, if he wishes, file a protest 
for forwarding to the Accounts and Col- 
lections Unit in Washington, which will 
advise the taxpayer directly of its action 
upon such protest. Thus there is less 
chance of convincing someone in the 
Bureau of the refund claim’s merits under 
the summary procedure in the collector’s 
office and the Accounts and Collections’ 
Unit in Washington, and a greater chance 
that the taxpayer will ultimately have to sue 
on the refund claim. In addition, the amount of 
the refund claim is usually small if the return 
was checked in the collector’s office because 
the returns reporting large incomes are au- 
dited by the internal revenue agents in 
charge, and it is not practical to take the 
matter to court because of the cost of court 
proceedings. For these reasons the re- 
fund claim route is desirable in the few 
instances where a large issue is raised by 
the examiner in the collector’s office, litiga- 
tion will be necessary to dispose of the case 
and the Court of Claims or the district 
court is the best forum in which to litigate. 


Statutory deficiency notice or 90-day 
letter.—Collectors of internal revenue are 
authorized to issue statutory notices or 90-day 
letters. Unless the taxpayer asks for one, 
however, the preliminary notice or 30-day 
letter is issued first. The result of requesting 
the collector to issue the statutory notice 
or 90-day letter is to forego the opportunity 
of filing a protest and having a hearing in 
the collector’s office as well as the opportunity 
of taking the case to the conference section in 
the office of the internal revenue agent in 
charge. Taxpayers usually do not ask the 
collector for a statutory notice or 90-day 
letter at this early stage of the proceedings 
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unless the tax deficiency is substantial in 
amount, the Tax Court is without doubt the 
best place to litigate the case and the tax- 
payer wants to get there quickly. 


Preliminary notice or 20-day letter—In 
the absence of one of the special situations 
mentioned above, taxpayers usually wait for 
the collector to send the preliminary notice 
or 30-day letter. This course is popular 
because the taxpayer has a chance to con- 
vince someone in the Bureau other than 
the examiner in the collector’s office that the 
return is correct without having to pay the 
proposed tax deficiency. On the other hand, 
the proposed tax deficiency may be increased 
by the examiner when he learns the tax- 
payer is not going to sign an agreement or 
by someone in the Bureau who subsequently 
considers the case, and the chance of dis- 
posing of the matter in the Bureau without 
paying some part of the proposed tax de- 
ficiency is small. Interest continues to run 
on the deficiency while the case is being 
considered further. Notwithstanding these 
disadvantages an overwhelming majority of 
taxpayers prefer to receive the preliminary 
notice or 30-day letter rather than take the 
refund route or the 90-day letter route dis- 
cussed above. 


If the taxpayer has received the prelimi- 
nary notice or 30-day letter, and if he has 
decided that he does not want to file a 
waiver or to receive the statutory notice 
at this time, the next step is the preparation 
by the taxpayer’s representative of a written 
protest to be executed under oath by the 
taxpayer and filed in duplicate with the col- 
lector of internal revenue within the time 
specified in the preliminary notice, usually 
30 days. The information to be included 
in the protest is described in the collector’s 
preliminary notice or 30-day letter and 
is similar to the information to be included 
in a protest in the agent’s office. No partic- 
ular form is required and a letter is fre- 
quently used. 


Before a hearing is requested in the pro- 
test, the taxpayer and his sepresentative 
should consider the problem carefully. If the 
taxpayer and the persons conducting the hear- 
ing in the collector’s office cannot agree on the 
tax liability, the taxpayer may have the case 
transferred to the conference section of the 


-agent’s office. If the agent’s office is con- 


venient geographically, it may be advan- 
tageous to forego the hearing in the collector’s 
office in favor of a hearing in the agent’s 
office. This is particularly true if the pro- 
posed tax deficiency is small, making it 
impractical to have a hearing both in the 
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collector’s office and in the agent’s office. A 
large deficiency and therefore a difficult case 
to settle in the collector’s office may be a 
comparatively small deficiency in the agent’s 
office, with the result that the case can be 
disposed of more easily in the agent’s office. 
Probably the most important factor in 
choosing between a hearing in the collector’s 
office and a hearing in the agent’s office is 
the reputation of both offices in settling 
cases. Since there are 64 collector’s offices 
and only 39 agent’s offices, it is more con- 
venient in many cases to have the hearing 
in the collector’s office; but if this is not the 
situation, the taxpayer and his representative 
may well decide not to request a hearing in 
the collector’s office and to have the case 
transferred to the conference section of the 
agent’s office. 

A power of attorney and a fee statement 
should be filed at the same time the protest 
is filed with the collector. 

If a hearing was requested in the protest, 
the taxpayer or his representative is sent 
a letter by the collector designating a specific 
time and place for the hearing. The date 
selected for the hearing may be an incon- 
venient one for the taxpayer or his repre- 
sentative, and different arrangements can 
be made by telephoning the collector’s office 
and confirming the new time by letter. The 
conference work in the collector’s office is 
rather new. Because of the large number 
of returns audited by the collector’s office, 
the conference work is heavy, and the con- 
ferees try to cut corners whenever they 
can and make the conferences as informal 
as possible. The problems posed by a hear- 
ing in the collector’s office are similar to those 
encountered in a hearing in the agent’s office. 


Ultimately the hearings in the collector’s 
office result either in agreement or disagree- 
ment between the taxpayer and the collec- 
tor’s representatives concerning the correct 
tax liability. If the taxpayer agrees with 
the proposed income tax deficiency or over- 
assessment, it is proper for him to sign the 
waiver of restrictions on assessment and 
collection of deficiency in tax on Form 903 
or the acceptance of proposed overassessment 
on Form 903A, as the case may be. There- 
after the tax deficiency indicated in the 
waiver will be assessed and collected by the 
collector’s office, or a certificate of over- 
assessment will be forwarded from Wash- 
ington in the amount shown in the acceptance. 
Determinations made in collectors’ offices, 
even with respect to overassessments, are 
not reviewed in Washington as are deter- 
minations in the offices of the internal revenue 
agents in charge. 











If the taxpayer disagrees with the income 
tax deficiency or overassessment proposed 
by the collector’s representatives, the tax- 
payer again has three alternatives: (1) He 
may file a waiver, pay the tax deficiency 
and claim a refund. (2) He may ask the 
collector to send the statutory notice or 90- 
day letter. (3) He may request the collec- 
tor to transfer the case to the internal revenue 
agent in charge. 

Refund claims—We have previously con- 
sidered the refund claim route in connection 
with the decision to be made by the tax- 
payer if he disagrees with the examiner in 
the collector’s office, and the conclusion was 
reached that the refund claim route is de- 
sirable in the few instances where a large 
issue is raised by the collector’s representa- 
tive, litigation will be necessary to dispose 
of the case and the Court of Claims or the 
district court is the best forum in which to 
litigate. The same reasons apply with equal 
force to the selection of the refund claim 
route after protest and hearing in the col- 
lector’s office on the items in dispute, and 
thus relatively few taxpayers decide to file 
a waiver, pay the tax deficiency and claim 
a refund when they disagree with the in- 
come tax deficiency or overassessment pro- 
posed by the collector’s representatives. 


Statutory deficiency notice or 90-day let- 
ter—We have previously noticed in con- 
nection with the decision to be made by the 
taxpayer if he disagrees with the examiner 
in the collector’s office that the collectors 
are authorized to issue statutory notices or 
90-day letters. The result of requesting the 
collector to issue the statutory notice or 90- 
day letter is to forego the opportunity of 
taking the case to the conference section of 
the office of the internal revenue agent in 
charge. Taxpayers usually do not ask the 
collector for a statutory notice or 90-day 
letter unless the tax deficiency is substantial 
in amount, the Tax Court is without doubt 
the best place to litigate the case and the 
taxpayer wants to get there quickly. 

Request for transfer of case to the i- 
ternal revenue agent in charge.—In the ab- 
sence of special circumstances indicating 
that the refund route should be adopted at 
this point in the proceedings or that it is 
desirable now to ask the collector to send 
the statutory notice or 90-day letter, the 
taxpayer should request the collector to 
transfer the case to the internal revenue 
agent in charge. If the case is not settled 
at the hearing with the conferee designated 
by the internal revenue agent in charge, the 
taxpayer may still adopt the refund route 

(Continued on page 142) 
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RENTS, BONUSES, IMPROVEMENTS 
AND AMORTIZATION OF COSTS ARE: 


Tax Problems 


T= INCOME TAX PROBLEMS en- 
countered in lease transactions have 
created no end of controversial issues. 
Delving into the subject, phase by phase, the 
tax treatment appears to take form as fol- 
lows: 


How is rent paid in advance treated? 


If the lessee pays rent for three years in 
advance, it is all income to the lessor in the 
vear of receipt (Commissioner v. Lyon, 38-2 
ustc § 9356, 97 F. (2d) 70 (CCA-9), but 
the lessee may only prorate it over the 
three years, whether he is on the cash or 
accrual basis (Main & McKinney Building 
Company of Houston, Texas v. Commissioner, 
40-2 ustc J 9558, 113 F. (2d) 81 (CCA-S).) 
Inconsistent? Nevertheless, this appears 
to be settled tax law. However, the re- 
ceipt of notes for future rent has been 
held not to be income until the notes are 
realized. (Gates v. Helvering, 4 Ustc ¥ 1237, 
69 F. (2d) 277 (CCA-8, 1934) ) 


Are leasehold deposits an income or a lia- 
bility of the lessor? 


It is often hard to distinguish between 
an advance rental and a security deposit. 
The test is: Is there a restriction on the 
use of the money? What is the intent? It 
is income if the lessor has the unrestricted 
right to utilize it as rent at any time with- 
out a duty to account for or repay it. (Au- 
thentic Realty Company, Inc., CCH Dec. 
11,281-G (1940).) Even if it is refundable 
on the happening of certain contingencies, 
it is still income. A present claim of right 
makes it income when received. (North 
American Oil Consolidated v. U. S., 3 ustc 
7 943, 286 U. S. 417 (1932).) 


If a deposit is made with the intent that 
it is to be a security for the lessee’s per- 
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formance, it is not income, nor does the 
deposit have to be kept in escrow. (George 
E. Barker Estate, CCH Dec. 4371, 13 BTA 
562 (1928).) The performance covenants 
could provide for the payment of rent, 
taxes, insurance and encumbrances, the 
maintenance of improvements and other 
things by the lessor in case of a breach, 


for the deduction of such payment from the 


deposit and for the return, when all of the 
covenants were fulfilled, of the balance of 
the security deposit. The fact that in addi- 
tion the deposit might be applied to rent in 
the last year of the lease has been held 
not to be income until so applied. (Clinton 
Hotel Realty Corporation v. Commissioner, 
42-2 ustc J 9559, 128 F. (2d) 968 (CCA-5).) 
Payment of interest by the lessor tends to 
indicate that it is a security deposit or a 
loan and not income. If the deposit is 
forfeited by the lessee, it is income in the 
year of forfeiture. (Center Investment Com- 
pany, CCH Dec. 11,411, 43 BTA 46 (1940).) 


How should the lessee treat expenditures 
for improvements? 


He should amortize the cost over the 
life of the lease or improvements, which- 
ever is shorter. (Code Section 23 (a) (10).) 
However, when the lessee contracts with 
the lessor to make certain improvements 
in lieu of rent and to reduce the stated rent 
accordingly, they are rent. (I. T. 4009, 
1950-1 CB 13.) 


- How should the lessor treat improvements? 


If a building is especially erected for the 
lessee, the lessor must depreciate it over 
the life of the building, regardless of the 
term of the lease. (Triangle Realty Company, 
CCH Dec. 4156, 12 BTA 867 (1928).) How- 


ever, improvements or alterations made by 
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the lessor in connection with leases pose a 
bit of a problem. Says the Tax Court: 
“We have repeatedly held that such ex- 
penditures [for improvements] are capital 
[recoverable over the life of the building] 
and are not deductible as a business expense, 
whether or not they increase the value of the 
property.” (Borland, CCH Dec. 7894, 27 
BTA 538 (1933).) If an improvement en- 
hances the value of the building or becomes 
a permanent adjunct of it, it is obvious 
that it should be amortized over the life 
of the building. On the other hand, if a 
special alteration or repair was made as an 
inducement or consideration for the lessee 
to accept the lease and would be valueless 
at the expiration of the lease, it has been 
vigorously contended that it should be 
amortized over the life of the lease. 


Improvements paid for by the lessee are 
not income to the lessor (Code Section 
22 (b) (11).), but when the property is sold, 
the lessor realizes a gain or a loss. 


How should the demolition of an existing 
building be treated? 


If demolished by the lessor for a lessee, 
the undepreciated portion is amortizable 
over the life of the new lease. (Laurene 
W. Berger, CCH Dec. 15,509, 7 TC 1339 
(1946).) If a new building is to be con- 
structed for the lessee, the lessor should 
add the undepreciated portion to the new 
building. (Charles W. Ballard, CCH Dec. 
7446, 25 BTA 591 (1932).) However, if 
it was an old, untenantable building which 
was unsuitable for further use, it is an 
ordinary loss. (Young v. Commissioner, 3 
ustc J 967, 59 F. (2d) 691 (CCA-9, 1932).) 
Improvements originally paid for by the 
lessee and now demolished by him are an 
ordinary loss in the year demolished. (Code 
Section 23 (e) (2).) If the lessee, under 
provisions of a lease, razes an old building 
and erects a new one, the lessor may de- 
preciate only the old building over the 
remaining term of the lease, since he has 
no cost in.the new building. (Willeuts v. 
Minnesota Tribune Company, 39-1 ustc J 9488, 
103, F. (2d) 947 (CCA-8).) However, the 
lessee should add his cost of demolition and 
his unamortized lease cost, if any, to his 
new cost. 


What is the amortizable period of a lease 
with a renewal option? 


The cost of a leasehold and the improve- 
ments made by the lessee should be amor- 
tized over the original term of the lease. 
However, where it is intended that the 
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renewal period will also be used, it should 
be amortized over the period as extended. 
If renewed before expiration, it should be 
spread over the total remaining life. (Code 
Section 23 (a) (10).) 


What is the amortizable period of improve- 
ments and other costs under a tenancy 
of indefinite duration or of a nominal 
tenancy of, say, one year? 


It is well settled that they should be 
amortized over the life of the improvements. 
(George H. Bowan Company v. Commissioner, 
32 F. (2d) 404 (CA of D. C., 1929).) If 
the tenancy is terminated, the unamortized 
portion should be deducted in the final year. 
Where the annual renewal of a lease with 
an original term of two years was reason- 
ably certain, it was to be treated as a 
tenancy for an indefinite period. (The Stand- 
ard Tube Company, CCH Dec. 15,132, 6 
TC 950 (1946).) Improvements having a 
life far beyond the term of the lease must 
be depreciated over the life of the improve- 
ments. (Ross-Adseal, Inc., CCH Dec. 18,333 
(M), 10 TCM 501 (1951).) 


How should commissions, bonuses and at- 
torney fees paid to secure long-term 
leases be treated? 


A multitude of cases hold that they are 
capital expenditures amortizable over the 
life of the lease, wheher paid by the lessor 
or the lessee and whether he is on the cash 
or accrual basis. To the recipients, they 
are all income in the year of receipt. 


How should a lease with an option to pur- 
chase be treated? 


Where the lease specifies that rent is to 
be paid for a specified time and that upon 
the payment of a nominal sum or on a 
certain date the lessee is to get title, the 
interim “rental” payments have been re- 
garded as a payment on the purchase price. 
(Helser Machine and Marine Works, Inc., 
CCH Dec. 10,630, 39 BTA 644 (1939).) In 
effect, these “rental” payments have been 
the purchase of an equity. Generally, how- 
ever, where the lessee has an option to 
purchase at a price to be reduced by the 
rent previously paid, such rent is ordinary 
income to the lessor and the amount paid 
thereafter, when the option is exercised, 
is the selling price. (Estate of Clarence B. 
Eaton, CCH Dec. 16,392, 10 TC 869 (1948).) 
This assumes, of course, that the final option 
price is not so nominal as to be a mere sham. 


Even where the sums were larger than 
would otherwise have been collected as 
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rent, they have been held to be rent if 
arm’s-length transactions were involved where, 
under the terms of the instruments, no equity 
was acquired by the lessee. (Edward E. 
Haverstick, CCH Dec. 4418, 13 BTA 837 
(1928).) Conversely, when the “interim” 
rent was far in excess of the rental value and 
where exercise of the purchase option was 
practically certain because the option price 
was far less than the sale price, it has been 
held that the lessor is entitled to treat the 
entire rent as part of the selling price. 
(Truman Bowen, CCH Dec. 16,877, 12 TC 
446 (1949).) 

Because of the dual potentialities here, 
the Bureau and the courts will go beyond 
the mere fictions of the transaction and get 
down to the realities of the arrangements. 
(Chicago Stoker Corporation, CCH Dec. 
17,542, 14 TC 441 (1950).) Of significance 
are these questions: Is the transaction in 
good faith or is it a tax dodge? Do you 
have an arm’s-length transaction? Are 
affiliated interests involved? 


To what extent are leases between affiliated 
interests recognized? 


Obviously, such transactions are scruti-. 
nized by the Bureau. However, transactions 
between affiliated or related taxpayers are 
in order when they are at arm’s length, 
where the books of the separate entities 
clearly reflect the income of each and where 
the prices paid are reasonable. (Seminole 
Flavor Company, CCH Dec. 14,511, 4 TC 
1215 (1945).) The rental paid by a corpo- 
ration to a partnership composed of the 
corporate stockholders was upheld where 
the rental was “fair.” (Buffalo Meter Com- 
pany, CCH Dec. 16,214, 10 TC 83 (1948).) 
It has been consistently held that if trans- 
actions between affiliated interests serve a 
valid business purpose and if the rentals 
are not out of line for similar property, 
they are a proper deduction. (In re General 
Film Corporation, 274 F. 903 (CCA-2, 1921).) 


However, rentals between affiliated corpo- 
rations or between a principal stockholder 
and a corporation in excess of a “reason- 
able” rental may be held to be dividends. 
If the excess rental is paid by a husband 
to a wife or to a son, it could be a gift 
rather than a business deduction. Losses 
from sales or exchanges of property be- 
tween affiliated or related taxpayers are 
disallowed. (Sec. 24 (b).) In regard to 
amortization of improvements, it would 
seem that if the amortization plus the rental 
is “reasonable,” the deduction is valid. 

It has also been held that where the 
transaction did not serve a valid business 
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purpose; there can be no rental deduction. 
(Catherine J. Armston, CCH Dec. 16,899, 12 
TC 539 (1949), citing Code Section 23 (a) 
(1) (A).) The transaction must have true 
substance. 


Conveyances and lease-backs will gener- 
ally receive a thorough probing, especially 
where they are between related interests. 
However, where found valid, such transac- 
tions have been upheld. Tests: Is the rent 
reasonable? Is there a valid business pur- 
pose or is there a mere siphoning of income 
to the lessor or to the lessee? Is there a 
dividend in the guise of rent? 


How should an amount paid for cancella- 
tion of a lease be treated? 


It is ordinary expense to the lessee in the 
year of payment (Cassatt v. Commissioner, 
43-2 ustc 7 9579, 137 F. (2d) 745 (CCA-3, 
1943).) and ordinary income to the lessor 
(Hort v. Commissioner, 41-1 ustc J 9354, 313 
U. S. 28). However, if the lessee pays a 
bonus for cancellation of a present lease 
in order to obtain a more favorable one, 
the bonus plus the unamortized cost is 
amortizable over the life of the lease as 
extended. (Peabody, CCH Dec. 8260-A 
(1933).) If the lessee terminates a lease by 
exercising an option to purchase, the unamor- 
tized cost should be added to the cost of 
the property. (Henry Boos, CCH Dec. 
8593 (1934).) Even if the lessee purchased 
the fee without an option, the same treat- 
ment holds. (S. M. 2931, IV-1 CB 33.) 

If the lessor pays for cancellation in order 
to obtain a new lease, he should prorate it 
over the new lease. (Wells Fargo Bank & 
Union Trust Company v. Commissioner, 47-2 
ustc § 9359, 163 F. (2d) 521 (CCA-9).) 
If the cancellation payment is made to re- 
cover the property for his own use, it has 
been held to be amortizable over the unex- 
pired term. (Miller, CCH Dec. 3464, 10 
BTA 383 (1928).) The lessee realizes a 
capital gain. (Golonsky, CCH Dec. 18,388, 
16 TC 1450 (1951).) If the cancellation 
payment is made in order to enable the 
lessor to erect a new building for a new 
lessee, the undepreciated cost of the old 
building should be added to the cost of the 
new building. (Business Real Estate Trust 
of Boston, CCH Dec. 7383, 25 BTA 191 
_ (1932).) Where property is purchased sub- 
ject to a lease and the purchaser buys the 
lease from the tenant in order to get pos- 
session for himself, the cost of the lease is 
amortizable over the remainder of the lease 
term. (O. D. 585, 3 CB 265.) Yet, where 
the lessee purchased the fee it was held to 
be part of the cost of the property. (See 
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S. M. 2931.) Since the Regulations contain 
no specific provisions on these points, the 
taxpayer will have to rely upon the de- 
cisions and rulings, though they strain his 
sense of consistency. 


How should payments under restoration 
clauses be treated by the lessee? 


To the lessee, they are a business expense 
in the year of payment. (O. D. 516, 2 CB 
112.) He may not set up a reserve annually 
for agreed restorations and replacements to 
be made at the end of the lease. As a 
general rule, future or anticipated expenses 
cannot be currently deducted, in spite of 
considerable opinion that such deductions 
would be prudent accounting practice. The 
lessee may deduct amounts paid to reim- 
burse the lessor for the value of items 
retired during the taxable year in lieu of 
replacing the same with other property of 
a like kind. (Atlantic Coast Line Railroad 
Company, CCH Dec. 8817, 31 BTA 730 
(1934).) An advance to the lessor to cover 
the ultimate cost, at the end of the lease, 
of restoring partitions removed by the lessee 
is deductible in the year of payment by the 
lessee. (Frank & Seder Company v. Com- 
missioner, 2 ustc § 582, 44 F. (2d) 147 
(CCA-3, 1930).) However, a lump-sum 
payment made by the lessee to prevent 
rebuilding was held to be a capital expendi- 
ture under the following circumstances: 
“The taxpayer thereby acquired the right 
to occupy the old building for the remaining 
term.” (Willcuts v. Minnesota Tribune Com- 
pany, above). 


How should payments under restoration 
clauses be treated by the lessor? 


The question is: What were the restora- 
tion damages to replace? Were they for re- 
placement of property or were they for loss 
of income? If the damages were awarded 
for a mere reduced value of the property, 
the general holding is that they are income 
—they are simply considered additional 
rent. Theoretically, if they were awarded 
for replacement of property, the reimburse- 
ment should be treated as a return of capi- 
tal; if for loss of profit, income. However, 
this basic theory does not hold in law as 
applied to leases. 

Where the damages were awarded for 
replacement of a portion of the property, the 
Bureau and the courts have considered them 
to be income, unless the taxpayer can show 
that the lease provided for such replace- 
ment and that it was so expended by the 
lessor. In a controlling case, such a reim- 
bursement was held to be income and not 


the proceeds of a sale or exchange, the court 
holding “that the lessor had failed to show 
what sum would be requisite for replace- 
ment. If it appeared that such sum was 
necessary for replacement provided in the 
lease and was so expended by the lessor, 
such receipt would not have constituted 
income. Any excess received over the 
amount so expended by the lessor, would 
be income.” (Washington Fireproof Building 
Company, CCH Dec. 8816, 31 BTA 824 
(1934).) 

In other words, the taxpayer must ex- 
pend the payment for replacement, and he 
must also be prepared to substantiate the 
cost or basis of the portion replaced. If 
he doesn’t, the whole payment is income. 
If he does substantiate his cost, the unex- 
pended portion of the receipt, if any, is 
income. A strongly worded dissenting opin- 
ion in this case held it is “similar to a sale 
of a capital asset, whether of the whole or 
just a part, regardless of the difficulties of 
proving the portion sold.” But the dissent 
is not the law, sound as it is. In law, it is 
either rent or a reimbursement for a re- 
placement, and then only to the extent so 
expended. It is not to be treated as a sale. 


Must the lessor on the accrual basis accrue 
rent or interest from uncollectible ac- 
counts? 


No! This has been held to be an allowable 
exception. (Great Northern Railway Com- 
pany, CCH Dec. 2821, 8 BTA 225 (1927).) 


How are taxes, interest and other charges 
paid by the lessee for the lessor treated? 


They are rent to both lessee and lessor. 
Only the lessor may deduct the taxes, 
interest or other expenses paid on his behalf. 


(Code Section 23 (a) (10).) 


How should the lessee amortize the cost 
of a leasehold and improvements where 
the lease provides for a graduating or a 
varying schedule of rental payments? 


It has been held that the amortization 
should be spread evenly over the term of 
the lease. (W. W. Carter Company, CCH 
Dec. 308, 1 BTA 849 (1925).) 


Are leases sold subject to capital gains or 
losses? 


Business leases are not capital assets. 
Such sales come under Code Section 117 
(j) covering “property used in trade or 
business of a character which is subject to 
depreciation.” Gains are deemed to be 
capital gains, long or short-term. Losses 
are ordinary losses, fully deductible. 


[The End] 
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Abnormal-Deductions Provisions 


of the Excess Profits Tax Act of 1950 


By SELDON R. BARD 


THE PRESENT ABNORMAL-DEDUCTIONS PROVISIONS, WHILE LESS 


LIBERAL THAN THOSE IN EFFECT DURING WORLD WAR II 


, MAY EN- 


ABLE MANY CORPORATIONS TO ENHANCE THEIR INCOME CREDIT. 


TS abnormal-deductions provision of the 
Excess Profits Tax Act of 1950,’ though 
hedged with many severe restrictions and 
limitations, offers a modicum of relief to 
a wide cross section of corporations * whose 
excess profits credit is computed under the 
income method.’ 


Paragraphs (9) and (10) of Section 433 
(b) are direct descendants of a_ similar 
provision that originated in the excess prof- 
its tax act in effect during World War II- 
With Sections 721 and 722 it was part of 
a triumvirate of relief provisions.° The ob- 
ject of the abnormal-deductions provision 
is to restore to net income in the base 
period those items which constitute abnormal 
deductions to the taxpayer. The pro- 
vision is a remedial one. Congress “recog- 
nized that an individual taxpayer might 
have had some deductions during 
[the base period] which would be abnormal 

in amount and thus prevent 


1 Code Secs. 433(b)(9), (10). 

2 An estimated 70,000 corporations are subject 
to the excess profits tax. Although only 35 per 
cent of subject corporations used the income 
credit in 1943, it has been predicted that the 
more favorable base period now available will 
induce a far larger percentage of corporations 
to use this credit under the current act. (Ways 
and Means Committee Hearings, Excess Profits 
Tax Act of 1950, November, 1950, pp. 9, 60, 
82-84.) 

’ This is especially true where the credit is 
computed under Code Secs. 435(d), 435(e) and 
442(c). 

*Embodied in Code Secs. 711(b)(1)(E), (H), 
(I), enacted by Sec. 201 of the Second Revenue 
Act of 1940, and in Code Secs. 711(b)(1)(J), 
(K), added by Sec. 3 of the Excess Profits Tax 
Amendments of 1941. The World War II pro- 
vision is discussed in the following articles: 
Bock, ‘‘Possibilities for Excess Profits Tax Re- 
lief by Elimination of Abnormal Base-Period 
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the net income of that year from repre- 
senting true normal.’ 


Operation of Statute in General 
_ The effect of Section 433(b)(9) is to add 


’ back to normal-tax net income the classes 


of deductions which had been allowed as 
deductions for income tax purposes,* pro- 
vided such deductions are abnormal in 
amount® and meet several other severe tests. 


The application of the statute to a sim- 
ple set of facts is illustrated in the follow- 
ing example. The balance of this article 
will explore some of the intricacies and 
complexities of the abnormal-deductions 
provision in detail. 


Assume that a corporation elects to com- 
pute its excess profits credit under the in- 
come method, calculating its average base 
period net income under Section 435(d). 


Deductions,’’ 81 Journal of Accountancy 397 
(May, 1946); Landman, ‘‘A Neglected Tax Re- 
fund Statute,’’ 15 The Controller 183 (1947); 
Bierman, ‘‘What Is New in Excess Profits 
Taxes,’’ Proceedings of New York University 
Sixth Annual Institute on Federal Taxation 
(1948), p. 1147; Diamond, ‘‘Base Period Adjust- 
ments,’’ TAxES—The Tax Magazine, November, 
1948, p. 1049; Gambill, ‘‘Recent Developments 
in Excess Profits Tax,’’ TAxES—The Tax Maga- 
zine, April, 1949, p. 307. 
5 See Bierman, article cited, footnote 4. 


. §©Green Bay Lumber Company, CCH Dec. 
13,917, 3 TC 824 (1944). 
7Frank H. Fleer Corporation, CCH . Dec. 


16,237, 10 TC 191, 199 (1948). 

8 The disallowance of abnormal deductions 
does not constitute the assertion of an inconsist- 
ent position. (Regs. 130, Sec. 40.452-2(d)(2).) 


® The World War II provision permitted, in 
addition, the restoration of deductions abnormal 
as to class. 
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& Epstein of New York City. 


Abnormal 
Excess Profits Deductions of 

Net Income One Class 
eT ee $10,000 
ae $200,000 12,000 
ee 175,000 3,000 
ae 210,000 26,000 
Le 265,000 6,000 
|. Se ee 3 17,500 
| er re eer 8,250 


An examination of the corporation’s profit 
and loss statements ® reveals that the $26,000 
item in 1948 is abnormally large. The first 
test is to determine whether this item ex- 
ceeds 115 per cent of the average deductions 
of the same class for the four prior years 
and, if so, by what amount.” 


Abnormal Deduc- 
tions of 

Same Class 
ee ee $10,000.00 
Se 12,000.00 
ee 3,000.00 
i GRRE I Eee 6,000.00 
Total of four years. . $31,000.00 
IANGHARE 2.6 6000s. $ 7,750.00 
115 per cent thereof $ 8,912.50 


The deduction in 1948 exceeds this 115 
per cent figure by $17,087.50. 


The second test is designed to establish 
whether this excess of $17,087.50 is suf- 
ficiently large to justify adding it back to 


1 Careful scrutiny of comparative profit and 
loss statements and analysis of composite ac- 
counts (for example, repairs) often turn up 
latent abnormal deductions. 

11Code Sec. 433(b)(9); 125 per cent rather 
than 115 per cent was applied under the World 
War II Excess Profits Tax Act. 


Mr. Bard, a New York City attorney, is associated 
with the law firm of Hays, Wolf, Schwabacher, Sklar 








the excess profits net income of the year 


1948. In order to be added back, this ex- 
cess must exceed 5 per cent of the average 
excess profits net income of the base-period 
years.” 


EP ree $200,000 
EE ic Gat phic a aneer 175,000 
oe ee 210,000 
OE Gece een yscuness 265,000 
WEE. 2h bse Fao oes $850,000 
NG oe ich ongeeen tas $212,500 
5 per cent thereof ...... $ 10,625 


As the excess in the instant case exceeds 
$10,625, its qualification for elimination may 
be tested further. 

The maximum amount of the 1948 deduc- 
tion which may be restored to net income 
cannot exceed the amount by which the 
total deduction (in this example, $26,000) 
exceeds the deduction of the same class 
in the excess profits tax year for which 
the credit is being computed.” Thus in 
1950 only $8,500 of the $17,087.50 abnormal 
deduction may be restored to 1948 excess 
profits net income ($26,000-$17,500). In 
1951 the full $17,087.50 may be added back, 
since the 1948 abnormal deduction exceeds 
the deduction of the same class in 1951 by 


$17,750 ($26,000-$8,250). 


115 Per Cent Test 


In applying the 115 per cent test * several 
problems arise. What is a deduction for 


12 Code Sec. 433(b)(10)(B). This severe limi- 
tation was not part of the World War II ab- 
normal-deductions provision. 

13 Code Sec. 433(b)(10)(D). 

14 See footnote 11. 
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the purposes of Section 433(b)(9)? This 
intriguing question remains largely unre- 
solved. Net income is defined as gross 
income less the deductions allowed by Sec- 
tion 23.% Gross income, in turn, is defined 
as gross receipts, less cost of sales,® plus 
other income.” However neither the Code 
nor the Regulations defines the terms “cost 
of sales” and “deductions.” 

The Tax Court has expressly held that 
the abnormal deduction must be a Section 
23 deduction: 

- . petitioner must establish that the 
loss sought to be applied as an adjustment 
represents a classification of deductions 
within the meaning of the statute.” * 


“Without express enlargement of its usual 
meaning to include other items than those 
specified as deductions under the Internal 
Revenue Code, no item which is not shown 
to have been a statutory deduction may be 
adjusted under section 711(b)(1)(J).”” 

No “deduction” was found in the follow- 
ing cases: payment of a liability incurred 
by a subsidiary which the taxpayer had 


liquidated;” a drop in the value of the - 


Canadian dollar where profits from a Ca- 
nadian branch had been reported originally 


in United States dollars;* costs and ex-. 


penses charged to a new department;” a 
loss resulting from a change in the method 
of pricing inventory.” 

However, since the term “cost of sales” 
has no fixed meaning, accountingwise or 
taxwise,”* it seems inequitable to deny to a 
taxpayer the privilege of restoring an ab- 
normal item to net income, where it in- 


15 Code Sec. 21(a). 

% The cost of sales is not a deduction; it 
must be deducted from gross receipts to arrive 
at net income. (Sullenger, CCH Dec. 16,735, 
11 TC 1076 (1948).) 

17 Regs. 111, Secs. 29.22(a)-5, 29.23(a)-1. 

1% Whiting, CCH Dec. 16,217, 10 TC 102, 122 
(1948) (acq.). 

% Universal Optical Company, 
16,629, 11 TC 608, 621 (1948). 

» Pacific Gas & Electric Company, CCH Dec. 
15,469, 7 TC 1142 (1946) (acq.). 


CCH Dec. 


21 Welch Grape Juice Company, CCH Dec. 
16,101, 9 TC 786 (1947). 

2 Whiting, cited at footnote 18. 

3 Crow-Burlingume Company, CCH Dec. 


17,965, 15 TC 738 (1950). 

* Regs. 111, Sec. 29.22(c)-3(3), require that 
“indirect expenses’’ be included in cost of sales, 
but this term is not defined. 

3% Crum-Brainard Company, 
18,089(M), 10 TCM 36 (1951). 

Code Sec. 433(b)(9)(A). A threat of suit 
may constitute a ‘‘claim’’ (R. C. Harvey Com- 
pany, CCH Dec. 14,663, 5 TC 431 (1945)); accord 
as to payments in settlement of pending litiga- 
tion (City Auto Stamping Company, CCH Dec. 


Ltd., CCH Dec. 
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advertently included the item in “cost of 
sales,” rather than in “deductions.” Thus, 
sales discounts were considered to con- 
stitute a “deduction” * where the item had 
been deducted from gross income, but if 
the taxpayer instead had deducted the dis- 
counts from gross receipts, a strict reading 
of the cases would preclude according Sec- 
tion 433(b)(9) treatment to the item. 


Another extremely important concept is 
that of a “class of deductions.” The reason 
is quite obvious. If a particular item can 
be rationally classified in a class by itself, 
the three mathematical tests discussed above 
will apply with less harshness. 


Certain items automatically must fall into 
specific classes under subparagraphs (A), 
(B) and (C) of Section 433(b)(9). One 
class is composed of all claims, awards, 
judgments, decrees and interest thereon,” 
another comprehends all intangible drilling 
and development costs and the third, all 
Section 23(f) losses” except Section 117(j) 
losses and capital losses. 


All other deductions may be classified 
“subject to approval by the Commissioner 

. in such other classes as are reasonable 
in a business of the type which the tax- 
payer conducts and are applicable in the 
light of the taxpayer’s business experience 
and accounting practice.” * 


A profusion of decisions interpreting the 
World War II statute are available to guide 
the taxpayer in classifying deductions. It 
has been established that the general group- 
ings under Section 23 may sometimes be 
further subclassified. Thus, the deduction 
for bad debts may be categorized into those 


15,269, 7 TC 354 (1946)). But expenditures 
made to obviate potential litigation do not fall 
within this class (Surface Combustion Corpora- 
tion, CCH Dec. 16,051, 9 TC 631 (1947)). 

27 Code Sec. 433(b)(9)(C). The following do 
not fall within this class: increased expenses 
due to a hurricane—losses deducted under Code 
Sec. 23(a)(1)(A) (Consolidated Motor Lines, 
CCH Dec. 15,158, 6 TC 1066 (1946) (acq.)); ac- 
cord where the cost of fabricating tools had 
been charged to cost of sales and the tools 
were later abandoned (Veeder-Root, CCH Dec. 
16,628, 11 TC 602 (1948)). But deductions taken 
under Code Sec. 23(f) for damage to inventory, 
equipment and buildings by flood waters may 
be disallowed as ‘‘losses’’ (Schneider Grocery 
Company, CCH Dec. 16,478, 10 TC 1275 (1948)). 
* 2% Regs. 130, Sec. 40.433(b)-3(d)(2). Classifica- 
tion of abnormal income items under Sec. 456 
must be consistent with any classification made 
under Sec. 433(b)(9) (Regs. 130, Sec. 40.456-2 
(a)). The classification used by the taxpayer in 
its books of account may be persuasive (Arrow- 
Hart & Hegeman Electric Company, CCH Dec. 
15,517, 7 TC 1350 (1946); Tovrea Land & Cattle 
Company, CCH Dec. 16,215, 10 TC 90 (1948). 
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debts arising from loans to employees,” 
advances to protect investments™ and ad- 
vances to an advertising firm.” However, 
bad debts arising from sales to major 
customers in the ordinary course of busi- 
ness are of the same class as those arising 
from sales to minor customers,” and bad 
debts ensuing from accounts receivable 
taken over from another corporation may 
be separated from those arising from the 
taxpayer’s own accounts.” 


On the other hand, the Tax Court has 
invariably and illogically refused to permit 
the deduction for interest to be subclas- 
sified.* A payroll may sometimes be broken 
down into its elements,” as may taxes.” 
Each of the following items has been held 
to constitute a separate class: dues and sub- 
scriptions,” advertising,® trade-mark regis- 
tration fees,” expenditures for unusual 
servicing and replacements,” cost of moving a 
plant, telephone expense, additions to a 
reserve for bad debts “ and sales discounts.* 


Two subsidiary questions present them- 
selves under Section 433(b)(9). The first 
may be elucidated by the following example: 
X corporation is organized on January 1, 
1943. Business is not commenced, however, 
until January 1, 1945. The corporation 
wishes to restore a class of deductions in 
the calendar year 1946. What four years 
must it use for the purposes of the 115 
per cent test? Where a taxpayer was not 


“in existence” for four previous taxable 

2 Green Bay Lumber Company, cited at foot- 
note 6. 

% Kansas City Structural Steel Company, CCH 
Dec. 16,128, 9 TC 938 (1947). 

31 Frank H. Fleer Corporation, cited at foot- 
note 7. 

33 George J. Meyer Malt & Grain Corporation, 
CCH Dec. 16,600, 11 TC 383 (1948). 

33 Denman Tire & Rubber Company, CCH Dec. 
17,619, 14 TC 706 (1950) (acq.). 

*% Consolidated Motor Lines, Inc., cited at 
footnote 27 (interest on conditional sales con- 
tracts under which equipment was purchased) ; 
Arrow-Hart & Hegeman Electric Company, cited 
at footnote 28 (interest on loans taken for the 
reduction of preferred stock; see the vigorous 
dissent against the holding that all interest 
constitutes one class); Oaklawn Jockey Club, 
CCH Dec. 15,806, 8 TC 1128 (1947) (interest on 
money borrowed to cover the net losses of a 
race track during the dormant period); Walter 
Motor Truck Company, Inc., CCH Dec. 18,177, 
16 TC 645 (1951) (interest on federal income 
tax deficiency); H. Lissner Company, Inc., CCH 
Dec. 16,571(M), 7 TCM 616 (1948) (interest paid 
in connection with the reacquisition of the tax- 
payer’s stock). 

*% Arrow-Hart & Hegeman Electric Company, 
cited at footnote 28; The Mine & Smelter Sup- 
ply Company, CCH Dec. 16,465, 10 TC 1179 
(1948); The Frank Shepard Company, CCH 
Dec. 16,126, 9 TC 913 (1947). 


years, it must employ as its test period the 
prior years it was in existence and enough 
succeeding years which begin prior to the 
beginning of its second excess profits tax 
year to provide a maximum test period of 
four years.* 


Was X corporation “in existence” during 
1943 and 1944? Applying the definition of 
“in existence” enunciated by the Regula- 
tions under Section 445“ which state that 
“a corporation comes into existence on the 
date of its incorporation,” this question 
should be answered in the affirmative. The 
115 per cent test period then would consist 
of the years 1943, 1944, 1945 and 1947. Any 
deductions of the same class in 1945 and 
1947 would be added together, divided by 
four and multiplied by 115 per cent. 


A second problem meriting consideration 
is engendered by an ameliorative clause 
added to Section 433(b)(9) by the House 
and Senate conferees.“ This clause directs 
that “deductions arising from the same ex- 
traordinary event” as gave rise to the ab- 
normal deduction which the taxpayer wishes 
to restore to net income are not to be taken 
into the 115 per cent average. For example, 
assume that Z corporation pays judgments 
in 1948, 1949 and 1950 arising from a single 
fire. If the 1949 judgments are to be dis- 
allowed, the 1948 judgments will not be 
included in the four-year average for pur- 
poses of the 115 per cent test. However, 
the 1950 judgments will be taken into 


36 Unemployment insurance taxes were held to 
be separate from other classes of taxes in Went- 
worth Manufacturing Company, CCH Dec: 
15,178, 6 TC 1201 (1946), and Harris Hardwood 
Company, CCH Dec. 15,737, 8 TC 874 (1947): 
but school taxes are of the same class as other 
property taxes (Arrow-Hart & Hegeman Elec- 
tric Company, cited at footnote 28.) 

%* Harris Hardwood Company, cited at foot- 
note 36; George J. Meyer Malt & Grain Corpora- 
tion, cited at footnote 32. 

3% Welch Grape Juice Company, cited at foot- 
note 21; The Carborundum Company, CCH Dec. 
16,830, 12 TC 287 (1949); Southwest Pump 
Company, CCH Dec. 17,792(M), 9 TCM 643 
(1950). 

39 Welch Grape Juice Company, cited at foot- 
note 21. 

# Surface Combustion Corporation, cited at 
footnote 26; Moloney Electric Company, CCH 
Dec. 16,201(M), 6 TCM 1347 (1947). 

4t Wentworth Manufacturing Company, cited 
at footnote 36. 

43Crum-Brainard Company, 
footnote 25. 

*8 Code Sec. 433(b) (10) (A). 

44 Regs. 130, Sec. 40.445-1(a) (2). 

“ Amendment No. 45, Conference Report, 
House of Representatives, Rept. No. 3231, 81st 
Cong., 2d Sess. (1951-1 CB 268). 

* Regs. 130, Sec. 40.433(b)-3(b). 


Ltd., cited at 
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consideration for purposes of the Section 
433(b)(10)(D) test discussed hereafter. 





5 Per Cent Test 


Section 433(b)(10)(B) is designed to pre- 
vent the restoration to net income of picayune 
items. The excess to be disallowed, as com- 
puted under Section 433(b) (9), must exceed 
5 per cent of the average excess profits 
net income of taxable years within, or 
ending or beginning within, the base period. 
In making this computation all applicable 
adjustments to normal-tax net income are 
made under Section 433(b) except those 
of paragraph (9).% The test is rendered 
more rigorous by the requirement that net 
income so adjusted may not be taken be- 
low zero. 


It is possible, of course, to include the 
excess profits net income of more or less 
than four years in this computation, de- 
pending on the taxpayer’s fiscal year and 
the date it commences business. Thus, if 
Y corporation commences business May 
1, 1945, and establishes a fiscal year ending 
April 30, 1946, the following fiscal years 


ended April 30 will be within, or beginning’ 


or ending within, its base period: 1946, 


1947, 1948, 1949 and 1950. 


Maximum Restorable 


A ceiling on the amount of the deduction 
to be disallowed is set by subparagraph (D) 
of Section 433(b)(10). The maximum amount 
restorable cannot exceed the amount by 
which the abnormal deduction (unreduced 
by the 115 per cent test) exceeds the deduc- 
tion of the same class in the particular 
excess profits tax year. 

One problem here is that of annualiza- 
tion, where the excess profits tax year is a 
year of less than 12 months.® Assume that 
M corporation is organized January 1, 1940, 
and reports its net income on a calendar- 
year basis. It is dissolved on May 31, 1952. 
In computing its excess profits credit for 
the five-month period, it wishes to eliminate 
an abnormal deduction in 1946 of $40,000. 
The 5 per cent test is satisfied, and 115 
per cent of its average deductions of the 
same class for the four previous years is 


‘tIf the taxpayer elects to capitalize expendi- 
tures for advertising or the promotion of good 
will, such deductions are added back to net 
income before the Sec. 433(b)(10)(B) computa- 
tion is made (Regs. 130, Sec. 40.451-3(c)). 

* This problem is also present where a base- 
period year is a year of less than 12 months. 

* Code Sec. 433(a) (2). 


Abnormal-Deductions Provisions 


$20,000. The deduction of the same class 


in the short excess profits tax year is $35,000. 


Applying the general rules already con- 
sidered, $5,000 could be restored to net 
income in 1946. However, the short year 
ended May 31, 1952, must be annualized 
for the purposes of computing excess profits 
net income either by multiplying the net 
income by the fraction 365/152 or by estab- 
lishing the actual net income for the 12 
months ending May 31, 1952. Must the 
deduction of $35,000 in 1952 also be annual- 
ized for the purposes of the Section 433 
(b)(10)(D) test? 


Where an actual 12-month period is 
used,” this query should be answered affirma- 
tively." Therefore, if deductions of the same 
class in the period June 1, 1951, to May 
31, 1952, totalled $39,000, only $1,000 of the 


1946 abnormal deduction would be dis- 
allowable ($40,000 — $39,000). 
However, where annualization is per- 


formed by the use of a factor,” no authori- 


tative rejoinder to the above question is 
possible. The Regulations interpreting the 
World War II counterpart of Section 
433(b)(10)(D) provided: ® 


“If the excess profits tax taxable year 
is a taxable year of less than 12 months 
and the taxpayer places its excess profits 
net income on an annual basis as provided 
in section 711(a)(3)(A) the deduc- 
tions of the class as determined upon such 
annual basis . . . shall be considered as 
deductions of the class for the excess profits 
tax taxable year.” 


However, since the validity of these Regu- 
lations has not been established, nor have 
the Regulations been reenacted in the pre- 
sent Regulations, it is not deemed necessary 
to follow them. This conclusion may be 
rationalized on two other grounds: (1) the 
statute is remedial and should, therefore, 
be construed in the taxpayer’s favor; and 
(2) the nature of an abnormal deduction 
is such that, logically, no reasonable in- 
ference should be drawn that it would recur 
throughout a full taxable year.” Thus the 
$35,000 deduction may have occurred in 
April, 1952, in the above problem. This 
does not necessarily imply that a similar 
‘expenditure would have been incurred had 


50 Code Sec. 433(a) (2) (B). 

51 Regs. 130, Sec. 40.433(a)-3(c) (2). 

52 Code Sec. 433(a)(2)(A). 

53 Regs. 112, Sec. 35.711(b)-2. 

54 Green Bay Lumber Company, cited at foot- 
note 6. 

55 Landman, article cited, footnote 4. 





M corporation remained in existence until 
the close of its normal year. A final solu- 
tion of this problem still awaits judicial 
determination. 


In computing the various averages under 
the growth method,” it is necessary to com- 
pute excess profits net income for the first 
six months of 1950." If the taxpayer is on 
a calendar-year basis, it will be obliged 
to compute its excess profits net income 
for 1950 under Section 433(a) as well as 
under Section 433(b) for the purposes of 
computing its credit under this method.™ 


At first glance it would seem that any 
abnormal deductions in the calendar year 
1950 could be disallowed under Section 
433(b)(9) if the 115 per cent and 5 per cent 
tests were met. However, Section 433 
(b)(10)(D) creates an absolute bar to any 
disallowance of the deductions in the first 
excess profits tax year. This is because the 
abnormal deductions for the calendar year 
1950 (considered as a base-period year) 
coincide with the deductions of the same 
class in 1950 (considered as the first excess 
profits tax year). There is, therefore, no 
excess to be disallowed. However, this 
would not necessarily be true for the second 
and succeeding excess profits tax years. 


Negative Tests 


Once the taxpayer has successfully estab- 
lished mathematical qualification for the dis- 
allowance of the abnormal deduction, it is 
still faced with two formidable hurdles.” 


The first ® requires the taxpayer to estab- 
lish that the increase in the deduction “is 
not a cause™ or a consequence of an in- 
crease in the gross income of the taxpayer 
in its base period® or a decrease in the 
amount of some other deduction in its base 





period ® which increase or decrease is sub- 
stantial in relation to the amount of the 
increase in the deduction of such class... .” 


The Tax Court has attested to the severity 
of this test:“ 


“The issue in this case is whether the 
taxpayer has established this crucial though 
negative fact. To establish such a negative 
may be a difficult task, and how it is to be 
accomplished cannot be formulated in a 
rule. Perhaps the proof is best made by 
proving affirmatively that the abnormal de- 
duction is a consequence of something other 
than an increase in gross income and that 
such proven cause is the converse or oppo- 
site of an increase in gross income and 
could not be identified with an increase in 
gross income. But difficult as the proof 
of the negative may be, it is what the stat- 
ute requires; and, since it is required in 
clear and express terms, its rigors may not 
be abated by softening construction.” 


In a number of cases taxpayers have been 
successful in proving a lack of causal nexus.“ 
The Wentworth case® was a distinct tri- 
umph. In this case the corporation was able 
to have 13 different classes of abnormal de- 
ductions disallowed. Its success may be 
ascribed to the careful preparation and intro- 
duction of evidence indicating more plausible 
reasons for the increased deductions than 
an increase in gross income. However, in 
several other cases the taxpayer has fallen 
before this hurdle.” 


A concealed pitfall may ensnare corpora- 
tions using the growth formula and attempt- 
ing to have payroll items disallowed as 
abnormal deductions. Section 433(b)(10), 
as Originally enacted by the Committee on 
Ways and Means, contained the following 
subparagraph: 


“(E) If the taxpayer’s average base period 
net income is determined under section 





56 Code Sec. 435(e). 

51 Code Secs. 435(e)(2)(E), (G) (i). 

58 Regs. 130, Sec. 40.433(b)-1(a). 

59 Code Sec. 433(b)(10)(C). 

®° Code Sec. 433(b) (10) (C) (i). 

61 The comparable World War II provision 
required only a showing that there was no 
correlation between the increased abnormal de- 
duction and an increase in gross income in the 
past (Sec. 711(b)(1)(K)(ii)). The stricter re- 
quirement of the present statute would have 
denied relief to the taxpayers in the following 
cases where, admittedly, the deduction caused 
increased gross income in futuro: Pacific Gas 
é& Electric Company, cited at footnote 20 (bad 
debts); Welch Grape Juice Company, cited at 
footnote 21 (advertising). 

8 Jron Fireman Manufacturing Company, 
CCH Dec. 14,679, 5 TC 452 (1945) (acq.). 

6 Universal Optical Company, cited at foot- 
note 19. Here, the taxpayer claimed as an 


abnormal deduction for 1939 a bad debt which 
should have been deducted in 1938. The in- 
crease of the deduction in 1939 was held to be 
a consequence of the decrease in the bad-debt 
deduction in 1938. 

* William Leveen Corporation, CCH Dec. 
13,848, 3 TC 593, 595 (1944). 

8% Consolidated Motor Lines, Inc., cited at 
footnote 27 (interest); The O. Hommel Com- 
pany, CCH Dec. 15,624, 8 TC 383 (1947); The 
Carborundum Company, cited at footnote 38 
(advertising); Lorene Company, CCH Dec. 
16,827, 12 TC 263 (1949). 

86 Cited at footnote 36. 

& William Leveen Corporation, cited at foot- 
note 64; Horton & Converse, CCH Dec. 15,638, 
8 TC 487 (1947); Harris Hardwood Company, 
Inc., cited at footnote 36 (interest); American 
Paper Specialty Manufacturing Company, CCH 
Dec. 15,942, 9 TC 166 (1947); Crum-Brainard 
Company, Ltd., cited at footnote 25 (royalties). 
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435(e), there shall not be disallowed under 
such paragraph any amount which is to be 
taken into account under section 435(e) (4) 
for the purpose of determining the total 
payroll of the taxpayer.” 


This provision was deleted by the con- 
ferees with the following explanation: 


“This is a technical amendment striking 
out aS unnecessary a House provision. The 
principle expressed in this provision, of not 
treating as an abnormal deduction increased 
payrolls in the case of a growing corpora- 
tion, is covered by other provisions of the 
same section of the bill with respect to all 
types of deductions which may be the cause 
or consequence of increased income.” ® 


However, it is submitted that the limita- 
tion contained in subparagraph (C)(1) is 
not as broad and inclusive as that of the 
deleted subparagraph (E). Some payroll 
items may not be the cause or consequence 
of increased gross income and therefore 
will not necessarily be disqualified by sub- 
paragraph (C)(1).% Nevertheless, taxpayers 
using the growth method and seeking to 
disallow payroll items as abnormal deduc- 
tions risk a judicial interpretation reading 
the elided subparagraph (E) into (C)(1). 

The second hurdle imposes on the tax- 
payer the burden of establishing that the 
increased deductions are not “a _ conse- 


quence™ of a change at any time in the 
type, manner of operation, size, or con- 
dition of the business engaged in by the 
taxpayer.” ™ 


Illustrative of cases in which the tax- 
payer sustained this burden under the World. 
War II Excess Profits Tax Act are the 
following: moving of a plant to be nearer 
to raw-material supplies and a more favor- 
able labor market;” a change in marketing 
conditions;® the bringing out of a new 
model.* The following changes, however, 
were held to be within the purview of the 
statute: liquidation of a subsidiary;" entry 
into a new field of production; develop- 
ment of a new product;” cancellation of a 
licensing contract and operation free there- 
of;* a change in the method of pricing 
inventory;” the discontinuance of a line of 
production.” 


Must Adjustment Be Made? 


Section 433(b) adjustments are generally 
mandatory. Paragraph (9) of this section 
is also couched in imperative terms. How- 
ever, this first impression is vitiated by the 
provisions discussed above™ requiring the 
taxpayer to establish the vital negative facts. 
May the Commissioner, nevertheless, re- 
quire the taxpayer to make adjustments for 


Schedule EP-2 


Line 


number 


1 Normal-tax net income .. 
9 Abnormal deductions ..... 


24 Excess profits net income .. 
25 Aggregate, three highest years 


26 - Average base period net 
income 


*% Amendment No. 47, Conference Report, cited 
at footnote 45. 

® See the cases cited in footnote 35. 

7™ The Committee on Ways and Means Dill 
contained the phrase “‘a cause or consequence.”’ 
For a definition of ‘‘consequence’’ see Laredo 
Bridge Company, CCH Dec. 15,196, 7 TC 17 
(1946). 

™ Code Sec. 433 (b) (10) (C) (ii). 

13 Wentworth Manufacturing Company, cited 
at footnote 36. 

™% Welch Grape Juice Company, cited at foot- 
note 21. 

™ Surface Combustion Corporation, cited at 
footnote 26; The Carborundum Company, cited 
at footnote 38; Southwest Pump Company, 


Abnormal-Deductions Provisions 


$175,000 $160,000 





Calendar years 


1946 1947 1948 1949 


. $150,000 $ 80,000 $140,000 $186,000 


25,000 80,000 30,000 none 


$170,000 $186,000 
$531,000 


cited at footnote 38. Accord: Regs. 130, Secs. 
40.435 (e), 40.443-2 (a) (1). 

7% Pacific Gas & Electric Company, cited at 
footnote 20 (change in manner of operation); 
The Kawneer Company, CCH Dec. 17,191, 13 
TC 336 (1949) (acq.) (change in size). 

7% Surface Combustion Corporation, cited at 


-footnote 26 (change in type of business). 


7 Whiting, cited at footnote 18. Accord: 
Regs. 130, Sec. 40.443-2 (a) (2). 

7% Universal Optical Company, cited at foot- 
note 19. 

7 Crow-Burlingame Company, cited at foot- 
note 23 (change in manner of operation). 

8° North Carolina Equipment Company, CCH 
Dec. 14,603(M), 4 TCM 582 (1945). . 

81 Code Sec. 433 (b) (10) (C). 
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Line 
number 


Schedule EP-5(B) 


1946 


Calendar years 


1947 1948 1949 


1 Excess profits net income.. $150,000 $ 160,000 $170,000 $186,000 


4 Highest 36 months ..... 
5 Months abnormal ...... 
a ree 
7 Base period rate of return 
a 


14 Excess profits net income 


15 Aggregate of amounts on 
line 14+ 3 


12 12 12 
12 

$2,000,000 
10.7% 

$ 214,000 


$ 214,000 $170,000 $186,000 





abnormal deductions where it is to the dis- 
advantage of the taxpayer to do so? 

This problem could occur, in theory at 
least, in the following way. Assume that 
N corporation may compute its excess profits 
credit under the general-average method ™ 
as shown in Schedule EP-2 on the preced- 
ing page. 

N corporation qualifies under Section 442, 
since the income of 12 months in 1947 was 
adversely affected by a Section 442(a)(1) 
abnormality. Its total assets at the end 
of 1947 are $2,000,000, and its tentative 
base-period yearly rate of return™ is 10.7 
per cent. 

In order to obtain the benefits of Section 
442(c), N corporation makes the computa- 
tions shown in Schedule EP-5(B) above. 

It will be observed that N corporation 
has established abnormal deductions in 1947 
and 1948 but has declined to do so in 1946. 
The reason is obvious: If the 1946 net 
income had been increased by the $25,000 
abnormal deduction, the year 1947 would 
have been automatically eliminated as the 
lowest year of the four.“ As a result, the 
corporation would have lost the benefits of 
Section 442 for the year 1947. By refusing 
to establish the deduction in 1946, the cor- 
poration increased its base period net in- 
come from $177,000 to $190,000. 

The question then presents itself: As the 
corporation has made adjustments for ab- 
normal deductions in 1947 and 1948, can the 
Commissioner compel it to make a similar 
adjustment for a deduction of the same class 


82 Code Sec. 435 (d). 

88 Regs. 130, Sec. 40.447-2. 

% Code Sec. 442 (b) (2). 

85 CCH Dec. 14,828, 5 TC 1035, 1040-1041 (1945). 
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in 1946, even though this will deprive the 
corporation of the benefits of Section 442? 
Cases arising under the 1940 Excess Profits 
Tax Act would indicate a negative reply 
to this question. 


In Colson Corporation,” the leading case 
in this area, the taxpayer had computed its 
credit under the growth formula.” The 
Commissioner, ex mero motu, disallowed a 
1936 bad debt deduction. This resulted in 
a decrease in the taxpayer’s excess profits 
credit. The Tax Court refused to sanction 
this action. If the Commissioner’s position 
were adopted, it said, “we should have the 
paradoxical situation of a relief section ap- 
plied in a way which would not merely 
provide no relief for the taxpayer, but would 
impose a positive detriment upon him. Such 
a construction would violate the well estab- 
lished rule that relief provisions are to be 
liberally construed in favor of the taxpayer 
in order to grant the relief they were meant 
to provide. . . . Subsection (K) is specific 
and unequivocal in its provision that de- 
ductions shall not be disallowed . . . unless 
the taxpayer makes the proof required there- 
in. . . . we are led inescapably to the con- 
clusion that where the taxpayer fails to 
make such proof, either because of inability 
to do so or because it is not to his ad- 
vantage to do so, the subsection is not 
to be applied.” 


The Colson case has been followed by a 
number of decisions refusing to permit the 
Commissioner to disallow abnormal deduc- 
tions on his own initiative.” 


% Sec. 713 (f) of the World War II Excess 
Profits Tax Act. 

8 Mullaly, CCH Dec. 14,907, 5 TC 1376 (1945): 
Fain Drilling Company, CCH Dec. 15,829, 8 TC 
1174 (1947); Welch Grape Juice Company, cited 
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Abnormal Deductions Under Part Il 


The excess profits net income of acquir- 
ing and component corporations is com- 
puted under Section 433(b) by considering 
the net income and the adjustments thereto 
of each corporation as a unit.™ Section 
433(b) excess profits net income is then 
combined under the provisions of Section 
462(b). In applying the various tests to 
determine whether abnormal deductions 
may be restored to net income, each cor- 
poration is treated individually.” 


To illustrate, X company is a partner- 
ship which is organized and commences 
business on January 1, 1943. The X cor- 
poration is organized on January 1, 1947, 
and on the same date the partnership trans- 
fers its net assets to X corporation in a 
Section 112(b)(5) exchange which consti- 
tutes X corporation an acquiring corpora- 
tion.” X corporation elects to compute its 
excess profits credit for the calendar year 
1950 under Section 462(b). It has an ab- 
normal deduction in 1949 which it wishes 
to eliminate. 


In making the several mathematical com- 
putations prescribed by the statutes,” the. 
experience of the partnership should be dis- 
regarded. Thus, the corporation’s 115 per 
cent test period will be the years 1947, 
1948 and 1950, and it will take 5 per cent 
of its average excess profits net income for 
the years 1947, 1948 and 1949. 


Similarly, in computing the excess profits 
net income for the partnership for the year 


| WASHINGTON TAX TALK—Continued from page 88 


or cracked doors, and so on. The success 
of our work depends on winning and retain- 
ing the respect, goodwill and confidence of 
all Revenue employees. I know all em- 
ployees will respect and abide by fair 
administration. 

“The forces of Supervisors of Accounts 
and Collections are to be expanded and 
doubled, if necessary. Accordingly, each 
Supervisor in Charge should begin a re- 
cruiting program immediately. Men may 





1946, any abnormal deductions to be dis- 
allowed in 1946 should be compared, for 
the purposes of the 115 per cent test, to 
deductions of the same class in 1943, 1944 
and 1945. In applying the 5 per cent test, 
only the excess profits net income of 1946 
should be used. Note, however, that in 
making the test under Section 433 (b) (10) 
(D), it would seem that the 1946 deduction 
would have to be compared to the deduction 
of the same class that the acquiring corpora- 
tion might have in its excess profits tax year. 


| Liberality of Abnormal-Deductions 


Provisions 


The abnormal-deductions provision of the 
Excess Profits Tax Act of 1950, while less 
liberal in approach than the corresponding 
provisions of the World War II Excess 
Profits Tax Act, may enable a wide cross 
section of corporations to enhance their in- 
come credit. Certainly the courts, in con- 
struing these provisions, should resolve 
doubtful questions of interpretation in favor 
of the taxpayer. For, to quote the poet: 


“These exactions, 


Whereof my sovereign would have note, 
they are 


Most pestilent to the hearing; and to 
bear ’em 


The back is sacrifice to the load.”™ 
[The End] 


be selected from all branches of the Revenue 
Service. The Income Tax Unit and Intelli- 
gence Unit are now in the process of re- 
cruiting their staffs. The Technical Staff 
and Alcohol Tax Unit have their organiza- 
tions fully staffed. 


“Manuals of instructions relating to the 
inspection of offices are being written or 
revised. Please let us have your sugges- 
tions promptly on what the manuals should 
contain. When the manuals have once been 





(Footnote 87 continued) 


at footnote 21. However, where the taxpayer 
itself introduces evidence establishing an abnor- 
mal deduction in several base-period years, it 
cannot thereafter decline to establish the de- 
duction in one of its base-period years. (George 
J. Meyer Malt & Grain Corporation, cited at 
footnote 32.) 


Abnormal-Deductions Provisions 





% Regs. 130, Sec. 40.462-1 (b) (i), (c). 

® This rule is also applicable in filing con- 
solidated returns. (Regs. 129, Sec. 24.31 (a) 
(60), (64).) 

% Code Sec. 461 (a) (1) (D). 

% Code Secs. 433 (b) (9), 433 (b) (10). 

% Shakespeare, King Henry VIII, Act I, 
scene ii. 
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issued, every inspector will conform to the 
instructions contained therein. 


“All men on inspection activities must be 
kept informed as to what is going on at all 
times. Ideas and information must be ex- 
changed. If any of our men cannot be 
taken into confidence on official matters, 
then they are in the wrong job and should 
be reassigned. 


“Inspections must be thorough. Report- 
ing will be to the point without frills and 
unnecessary wordage. We are interested 
in ‘What is found’, ‘What is needed’ and 
‘What is done’. You will be expected to 
report factually and fully on all matters 
that require attention. There can be no 
exceptions, because the Commissioner ex- 
pects to get the ‘full story’ in every case. 
In this connection I might point out that 
we want progress and other reports on the 
various field offices to reflect the unadulter- 
ated truth and not propaganda. Cost re- 
porting will be extended. 


“If any of you cannot ‘call a spade a 
spade’ in any office, you should make this 
fact known without delay. I realize that 
this is a blunt statement but when one goes 
into a court of equity, one must enter with 
clean hands. Any of the men working under 
you who cannot call the ‘shots’ as he sees 
them should be likewise informed so he can 
ask for reassignment or ask for action which 
may be appropriate under the circumstances. 
The character, conduct and actions of all 
employees of the Inspection Service must 
be above reproach. 


“Every one attached to the Inspection 
Service should feel free to criticize methods 
and procedures; however, in doing so, better 
alternative methods and procedures should 
be suggested. 


“Effective immediately a rotation of the 
inspection personnel assigned to field posts 
of duty will be instituted. This means 
that the central Inspection Service will have 
available to it in Washington approximately 
4 to 5 field men the year round. The as- 
signments will last approximately 60 days. 


Men will be selected geographically. This ° 


will assure an up-to-date exchange of ideas 
between the field and the Bureau. Under 
this program all field men engaged in in- 
spection work will, over a two or three-year 
period, have had a tour of duty in Wash- 
ington. I might add that as we move on 
we also expect to have an interchange of 
inspection personnel among the Units. For 
instance, this means that a Supervisor 
periodically may be assigned to assist in 
the examination of an Agent’s office, Tech- 
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nical Staff, Alcohol Tax or Special Agent, 
Likewise, men attached to the inspection 
offices of other Units will participate in 
the examination of Collectors’ offices. This 
will develop well-rounded men, capable of 
understanding all phases of the Internal 
Revenue Service. A program of this kind 
should go far toward bringing about a 
better understanding of our mutual problems.” 


These are only a few of many items on 
Mr. Hoppe’s agenda, and they denote a 
positive trend toward a proper goal. The 
Commissioner has assured him of full sup- 
port, and there is every indication that the 
Inspection Service really means business 
and will make great strides forward in 
restoring and preserving the Bureau’s high 
position of integrity and efficiency. 

The Inspection Service will require strict 
observance of its programs. Two of these 
have already been initiated, namely, the 
auditing of income tax returns of certain 
officials and employees and requiring the 
periodic submission of financial statements 
by these people. 
vestigative activity of the Bureau will be 
subjected to continuing review and appraisal 
by the Inspection Service, and the Commis- 
sioner will be kept currently informed as to 
what is going on in all areas of adminis- 
tration. This will cover not only personnel 
matters but also the handling and disposi- 
tion of tax cases. 


HE Inspection Service staff will be com- 

prised of men possessing only top-level 
qualifications for their work. These men 
are being drawn from within the Internal 
Revenue Service, the basis for selection 
being outstanding performance, preferably 
in more than one specialized field of en- 
deavor. Their background must contain 
broad and successful practical experience, 
and, in addition, they must have an excep- 
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tionally well-balanced personality. In short, 
only the best men‘available will be used in 
the Inspection Service. 


There is reason to believe that this new 
organization can and will fill a definite need 
within the Bureau of Internal Revenue. 
Indications are that it will ultimately func- 
tion in a manner somewhat similar to the 
Postal Inspection Service and office of the 
Inspector General of the Army. When it is 
realized that today the Bureau of Internal 
Revenue employs approximately 57,000 
people who have dealings with more than 
80,000,000 taxpayers and, further, that this 
agency of government is the world’s largest 
financial institution, handling in the neigh- 
borhood of 60 billions of dollars annually, 
the need for an inspection service is obvious 
to all who would give the matter a mo- 
ment’s thought. 


Those who have had an opportunity to 
discuss the Inspection Service with Mr. 
Hoppe are impressed by the fresh and de- 
termined approach he is taking in getting 
the organization staffed and moving in the 
right direction. Although still in a more or 
less embryonic stage, the Inspection Serv- 
ice of the Bureau of Internal, Revenue may 
well be regarded as an organization that 
will come to be known as one of the best 
in government. 


Mr. Hoppe was born in Thorndale, Texas, 
on October 24, 1907, and was reared on a 
farm in that vicinity. He grew to young 
manhood under strict discipline by his par- 
ents and grandparents who instilled in him 
such virtues as honesty and integrity. In 
his boyhood it was necessary for him to 
work after school and on weekends to help 
out at home, and this taught him the mean- 
ing of hard work early in life. It was 
during this period that he learned to appre- 
ciate the meaning of frugality and the feel- 
ing that comes from doing without an 
occasional meal. 


After completing high school, his first job 
was that of grocery clerk in Austin, Texas, 
which. he held from 1928 to 1929 when Mr. 
Fred Parsons, present assistant collector at 
Austin, selected him for a clerk’s position 
in the collector’s office in that city. While 
employed in the collector’s office from 1929 
to 1935, he attended early-morning, noon- 
hour and special evening classes at the 
University of Texas. In 1935, after qualify- 
ing himself by taking a civil service exam- 
ination, he was appointed to the position of 
internal revenue agent at San Antonio. His 
aptitude for this work was soon recognized 
by his superiors, who commended him for 
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his ability to turn up tax-fraud cases on his 
own initiative. He remained in this position 
approximately three years and during this 
period attended evening classes at the 
Weber School of Law, graduating in 1938, 
after which he was selected and appointed 
as a supervisor of accounts and collections 
in the southwestern division which embraced 
the collectors’ offices located in Arkansas, 
Kansas, Oklahoma, Texas and New Mex- 
ico. He remained in this position from 1938 
to 1944 and gained extensive experience in 
the operation and management of the col- 
lectors’ offices. It was also during these 
periods that he studied and completed most 
of the accounting and tax-law courses of- 
fered by the training division of the Internal 
Revenue Bureau. 


The complete change in tax accounting 
and administration which attended the con- 
version in 1943 to the pay-as-you-go plan 
posed a wide variety of major problems in 
the Bureau at Washington. To help re- 
solve these problems, Mr. Hoppe was tem- 
porarily assigned to the Bureau in 1944, 
where he wrote much of the current tax- 
payment procedure. In 1945 he was made 
head of the planning division in the Bureau 
and functioned effectively in that capacity 
until 1947, when his desire to return to 
Texas prompted him to transfer to Dallas 
in the capacity of technical advisor with the 
southwestern division of the technical staff. 
He remained in the latter position until 
1948 when the Washington staff of super- 
visors of accounts and collections at large 
was created, at which time he became a 
member of that staff and returned to Wash- 
ington. Recognizing Mr. Hoppe’s talents 
and broad background of experience, Dr. 
T. C. Atkeson, assistant to the Commis- 
sioner, made him a member of the manage- 
ment staff in 1949, where he performed 
valuable services until June, 1951. With the 
exception of his assignments as internal 
revenue agent and technical advisor, Mr. 
Hoppe has never sought any of the various 
positions he has held in the Internal Rev- 
enue Service. On the contrary, each of his 
assignments has been made upon the request 
of officials who were impressed by his work. 


| bel ADDITION to the work regularly per- 
formed by Mr. Hoppe in the Internal Rev- 


* enue Service he has, during his career, been 


called upon to perform several special as- 
signments of a highly important nature. In 
October of 1948 he was assigned to assist 
the management engineering firm of Cresap, 
McCormick and Paget in making a thor- 
ough operational and organizational survey 
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of the Internal Revenue Service. This as- 
signment lasted a year. From November, 
1949, until January, 1950, by special arrange- 
ment with the Commissioner, Mr. Hoppe 
was placed in charge of an investigation of 
a major governmental agency for the in- 
vestigative staff of the House Appropria- 
tions Committee. The chairman of the 
committee, in appreciation of the thorough- 
ness with which Mr. Hoppe performed this 
assignment, commended him highly. 


Early in the year 1951, the Economic Co- 
operation Administration undertook to re- 
cruit a mission to Western Germany for the 
purpose of studying the fiscal, economic 
and tax structures of that country with a 
view toward submitting recommendations 
to the German Minister of Finance which 
would result in improvement of conditions 
existing in the West German Republic. By 
spring of that year, the mission had been 
recruited insofar as fiscal and economic 
experts were concerned. However, a con- 
tinuing search was made for a man compe- 
tent to undertake handling the tax-adminis- 
tration features. In May of 1951, Mr. Hoppe 
was contacted and requested to accept an 
assignment on the mission. By special ar- 
rangement with the Commissioner he was 
made available and proceeded to Germany 
early in June. The results of the work of 
this mission in Germany have been lauded 
highly by officials of the West German Re- 
public and of the Economic Cooperation 





Administration. In fact, it is the consensus 
of those officials that this mission was one 
of the most important which has been sent 
to Germany to date. The mission was 
headed by Dr. Alvin H. Hansen of Harvard 
University and Dr. Richard Musgrave of 
the University of Michigan. 


It was during Mr. Hoppe’s tour of duty 
in Germany that Commissioner Dunlap 
named him to the position which he now 
occupies. Mr. Hoppe returned to this coun- 
try on September 26, 1951, and promptly 
reported to assume his new duties. Since 
that time he has been busily engaged or- 
ganizing the Inspection Service and has 
covered a tremendous amount of ground 
during the first month of its existence. 
There is every reason to believe that under 
his directorship the Internal Revenue In- 
spection Service will come to be known as 
one of the outstanding inspection organiza- 
tions in the federal government. 


Mr. Hoppe is married and maintains his 
residence in Arlington, Virginia. He has 
three daughters, two sons and one grand- 
son. He is a member of the bar of the 
State of Texas, is a licensed public account- 
ant in that state and is a member of the bar 
of the District of Columbia. He also has 
been admitted to practice before the Su- 
preme Court of the United States. Mr. 
Hoppe has civic and fraternal interests both 
in Texas and Washington, and his hobby 
is music. 


TAX PRACTICE AND PROCEDURE IN THE COLLECTORS’ OFFICES— 
Continued from page 126 


or ask for a statutory notice or 90-day 
letter; he may also request a hearing before 
the Technical Staff. Thus by following this 
course the taxpayer may have his case con- 
sidered in three offices: first in the collector’s 
office, second in the office of the internal 
revenue agent in charge and third in the 
Technical Staff. It has been suggested that 
the large number of returns considered by 
collectors and the small amounts of tax 


involved require summary treatment for dis- 
putes with taxpayers arising out of such 
returns. Under present procedure, how- 


ever, these disputes receive more extensive 
treatment in the Bureau than disagreements 
arising out of the returns reporting large 
amounts of income, which are only con- 
sidered in the office of the internal revenue 
agent in charge and in the Technical Staff. 

[The End] 





Under Tennessee law, the exclusive remedy for a taxpayer, if he feels 
there has been an excessive or illegal assessment against his property, 
is to pay under protest and then sue for recovery. The Tennessee Su- 
preme Court's decisions along these lines remain in effect because of 
the United States Supreme Court's dismissal of the appeal in Illinois 


Central Railroad Company v. Garner. 
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Canada-United States 
Convention Amendment 


The earnings of actors, artists, musi- 
cians and professional athletes are to 
be accorded the same treatment as the 
earnings of others. 


The Canada-United States Tax Conven- 
tion Amending Act, 1950, has been amended 
by (Bill 28, Statutes of 1951, 2d Session). A 
Protocol of Exchange, which accepted the 
United States reservation with regard to 
Article VII (2) and deemed the article to 
be deleted from the supplementary conven- 
tion has been added. Pursuant to this amend- 
ment, the earnings of actors, artists, musi- 
cians and professional athletes are to be 
accorded the same treatment as that granted 
to the earnings of others. The act was given 


royal assent and became effective January 
1, 1951. 


Old Age Security Act 


Royal assent has been given to the 
Old Age Security Act. 


The Old Age Security Act (Bill 13, Stat- 
utes of 1951, 2d Session) has received royal 
assent. No amendments were made to the 
bill by either the House of Commons or the 
Senate after the first reading. The act 
affects both the Income Tax Act and the 
Excise Tax Act. 


Wholly Dependent Child 


The exemption for a wholly dependent 
child cannot be claimed if shelter for 
part of a year is supplied by another. 


The taxpayer, the adopting parent of an 


infant child, claimed the exemption granted — 


a person supporting a wholly dependent 
child. The taxpayer was separated from her 
husband who did not contribute financially 
to the child’s support. She and the child, 
however, lived in the husband’s house for 
six months of the taxation year in question. 


The Board refused to grant the exemp- 
tion. It deemed the provision of a house by 
the husband constituted partial support of 
the child who, consequently, was not then 


Canadian Tax Letter 





wholly dependent on the taxpayer for sup- 
port.—Ritchie v. Minister of National Rev- 
enue, CCH CanapiaAn Tax Reports { 86-425. 


Income from Health Departments 


Salaries paid by a doctor to his assist- 
ants pursuant to health-department ar- 


rangements with several companies are 
deductible. 


The taxpayer, a physician, set up health 
departments in several companies under an 
arrangement with the companies. Due to 
other medical duties, four other doctors 
assisted the appellant in carrying out the 
arrangement. The assistants were engaged 
personally by the taxpayer and were paid a 
fixed sum for each hour spent on plant 


medical work. Bills were submitted by the 


taxpayer to the companies who paid them 
each month. The Minister refused to permit 
a deduction of the amounts paid to the four 
assistants by the taxpayer. He alleged that the 
doctor was a servant of the companies and 
not entitled to deductions from his income. 


The Board allowed the taxpayer’s appeal. 
It decided that from the nature of the ar- 
rangement the taxpayer had with the com- 
panies, it was apparent he was not a servant 
but an independent contractor. He therefore 
did not receive remuneration from an office 
or employment but under a contract for 
services. Therefore he was entitled to de- 
duct the salaries of his four assistants.— 
Bell v. Minister of National Revenue, CCH 
CANADIAN Tax Reports J 86-428. 


Sales Tax Circular 


Procedure for the payment of sales and 
excise taxes on toilet preparations has 
been established. 


A sales tax circular (No. 21-C) concern- 
ing toilet articles, toilet preparations, cos- 
. metics, perfumes and similar goods has been 
issued. The circular gives instructions for 
the payment of sales and excise taxes thereon. 
It provides in part that if field supervisors, 
sales managers, etc., are paid commissions 
based on the sales made by the individual 
agents, such commissions or allowances are 
not deductible. 
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Related Companies 


The higher tax rate cannot be imposed 
on a related company before a selec- 
tion is made by all the related com- 
panies. 


The taxpayer company was owned by 
persons who were connected by blood and 
marriage and who owned all the issued 
capital stock of another company. The 
Minister assessed the taxpayer at the higher 
rate of tax payable by a related company. 
The taxpayer submitted that the owners of 
the companies in question were persons deal- 
ing at arm’s length, because they had no 
commercial dealings with one another and 
that, therefore, the companies were not re- 
lated. The taxpayer argued further that the 
Minister was wrong in designating which 
company should pay the higher rate of tax, 
since there was no failure by the companies 
to agree on the question. 


The Board vacated the Minister’s assess- 
ment. It held that although the Income 
Tax Act specifically provides that persons 
connected by blood or marriage are deemed 
not to deal at arm’s length and that there- 
fore the companies were related, the Minis- 
ter was premature in his assessment of the 
taxpayer. Its decision was based on the 
fact that the Minister had no evidence before 
him that the taxpayer was chosen by the 
companies to be taxed at the higher rate or 
that the companies had disagreed as to which 
one would be taxed at the higher rate—WNo. 
34 v. Minister of National Revenue, CCH 
CANADIAN Tax Reports { 86-408. 


A company is a related company if a 
shareholder holding shares in both 
companies is related to all their share- 
holders. 


The taxpayer company appealed against 
its assessment as a related company on the 
grounds that the majority shareholder of 
the company to which it was alleged by the 
Minister to be related owned no shares in 
the taxpayer company. However, there was 
one shareholder who owned shares in both 
companies and who was related to all the 
other shareholders by either blood or mar- 
riage. 

The Board dismissed the taxpayer’s ap- 
peal. It held that the taxpayer company 


was a related company, since the share- 
holder who held shares in both companies 
was related to all the shareholders of both 
companies and, under the Income Tax Act, 
the shareholders were therefore deemed not 
to deal at arm’s length—Home Outfitting 
Company, Ltd. v. Minister of National Rev- 
enue, CCH CAnapiAn Tax Reports { 86-424. 


Automobile Expenses 


Automobile expenses of a disabled 
lawyer are nondeductible. 


The taxpayer, a partner in a law firm, 
claimed a deduction for car expenses from 
his 1949 income. He claimed that because 
of a physical disability he required a car 
to go to and from work and to inspect prop- 
erties on which mortgage loans were being 
considered by clients. 


The Board failed to agree with the tax- 
payer. It held that the car expenses were 
not incurred in the course of carrying out 
the taxpayer’s occupational duties but rather 
partly before and partly after he had entered 
upon them. Therefore they were personal 
expenses and nondeductible—Walter v. Minis- 
ter of National Revenue, CCH Canapian Tax 
Reports J 86-426. 


Salaried Salesman’s Expenses 


A deduction for expenses incurred to 
earn income is allowed, but the tax- 
payer must prove his point. 


The taxpayer, a salesman, received, in 
addition to his salary, a weekly allowance 
from his employer which he contended was 
spent to earn his other income. The evi- 
dence revealed that he was away from home 
two or three days each week. The Minister 
assessed the allowance as taxable income. 


The Board agreed with the Minister. It 
pointed out that although the Income War 
Tax Act provides that expenses incurred 
wholly, exclusively and necessarily to earn 
income are deductible, the taxpayer failed to 
prove that the deduction claimed resulted 
from such expenses.—Hodge v. Minister of 
National Revenue, CCH Canaptan TAx RE- 
Ports {| 86-405. 


A bill has been introduced in the Michigan Legislature which 
proposes the levying of a 10 per cent gross receipts tax on 
money received for television broadcasting rights (S. B. No. 5). 
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Acq. and Non-acq. 





Western Hemisphere 
Trade Corporations 
Sir: 

In my article, “Tax Advantages of West- 
ern Hemisphere Trade Corporations,’ TAXES 
—The Tax Magazine, May, 1951, I pointed 
out that the Treasury Department looked 
with favor upon the organization of a 
separate corporation, the sole purpose of 
which was to take advantage of the tax 
savings to be obtained under Section 109. 


We now have another favorable ruling, 
I. T. 4067, 1951-26-13726, which holds that 


the Virgin Islands constitute a country in’ 


the West Indies and that a corporation 
doing business in the Virgin Islands could 
qualify as a Western Hemisphere Trade 
Corporation. 


I presume that following the same rule, a 
corporation doing business in Puerto Rico 
could also qualify as a Western Hemisphere 
Trade Corporation. 


New York Clty ABRAHAM H. SPILKY 


More on Widows and I. T. 4027 
SIR: 

Payments to widows of deceased employ- 
ees again became a football with the release 
of I. T. 4027. Mr. Richard P. Hadley very 
ably discussed this and pertinent cases in 
the February, 1951 issue of Taxes (“Acq. 
and Non-acq.,” page 98) and I wish to add 
a few thoughts to his remarks. 

In the Varnedoe case the court stated that 
“it is not necessary that the services should 
have been rendered by the payee,” yet, fol- 
lowing the Sixteenth Amendment, the Su- 
preme Court in Eisner v. Macomber defined 
income as “the gain derived from capital, 
from labor or from both, provided it be 
understood to include profit gained through 
a sale or conversion of capital assets ... .” 
Code Section 3797 defines a “taxpayer” as 
“any person subject to a tax imposed by 
this title . . . .” The limitation in the 


Acq. and Non-acq. 





Sixteenth Amendment prevents Congress 
from taxing as income what is not, in fact, 
income. In the Varnedoe case the widow 
had a statutory right to the payments and 
so was rightly taxed on those payments. 


However, there are many instances where 
widows of deceased employees are awarded 
“honorariums” over various periods because 
of the past services of their husbands, which 
payments are truly voluntary with no legal 
or moral obligation to pay. The deceased 
was a taxpayer, and if the widow qualifies 
under the law, she is a taxpayer in her own 
right. Nothing her husband has done 
changes her status as a taxpayer, provided 
she has “income.” If income is what it is 
defined to be under the Sixteenth Amend- 
ment, what services has the widow rendered 
to the Company? What capital has she 
invested to earn “income”? I believe the 
Bogardus case has the better logic, and, so 
far as the widow is concerned, the Commis- 
sioner was correct in I. T. 3329. 


F. L. CHAMBERLAIN 
DEDHAM, MASSACHUSETTS 


Redemption of Stock to 
Pay Death Taxes 
SIR: 


Mr. Simons’ timely and significant article 
(Taxes, January, 1952) focuses attention on 
a subject of prime importance and one that 
has probably escaped the attention of many 
lawyers and tax men. He points out the 
limitation on advantages and, in many cases, 
the cancellation of all benefits and the im- 
position of unwarranted hardships resulting 
from the substitution of “gross estate’ (in 
the 1951 amendment) for “net estate” (in the 
‘original 1950 subsection). They are demon- 
strated by the following rules of thumb and 
concrete examples: 


If the value of the net estate is less than 
70 per cent of the value of the gross estate, 
the original 50 per cent provision would 

(Continued on page 152) 
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Books... 


Is v. Ought 


Leviathan and Natural Law. F. Lyman 
Windloph. Princeton University Press, Prince- 
ton, New Jersey. 1951. 147 pages. $2.50. 


The other night on a television program 
an all-girl chorus sang very beautifully about 
democracy and our freedoms and America 
where liberty abounds. This seems to be in 
keeping with the fad of constant chatter 
about “our way of life.” The fad is danger- 
ous in that it lulls most minds into a sense 
of false security; those who indulge in the 
democratic persiflage of “expressing their 
own opinion” have lost the true meaning of 
the words government, liberty, democracy 
and freedom, and their repetition on any 
trivial occasion does not enlighten the lis- 
tener but rather causes him to attach little, 
if any, meaning to such important words. 
This is a little think-book which, in this fate- 
ful and decisive year of 1952, can goad 
thinking people into some serious thinking 
about this form of government of ours which 
derives its just powers from the consent of 
the governed. 


The author takes two great philosophies 
of law, natural law, as propounded by 
Aquinas, and the positive law, as propounded 
by Hobbes, and laying these two theories 
side by side for a comparison, he stirs in the 
mind of the reader disturbing questions like 
these: Have we, the people whose fore- 
fathers breathed sovereignty into our govern- 
ment, lost that sovereignty? Have we sub- 
stituted as a standard of conduct a law of 
the majority rule for a law of natural justice? 


And if this last is an illusion, or has come 
to be regarded as an illusion, then govern- 
ment of the people and by the people will 
perish from the earth, for, of all political 
forms, democracy most needs an ethical sys- 
tem to support it. The only plan by which 
democracy can become a working reality is 
for a people, at once like-minded and willing 
to make compromises, to take the power 
and keep it. 


1952 is a year of decision. 
to make a decision—can you? 


If called upon 
Or have you 


.. Articles 


too succumbed to the melody and lost the 
song. 


How and How Much to Pay 


Compensating the Corporate Executive. 
George Thomas Washington and V. Henry 
Rothschild, II. The Ronald Press, 15 East 
26th Street, New York 10, New York. 1951. 
586 pages. $12. 

Adequate compensation of management is 
a pressing corporate problem. Under the 
present-day concept the corporate executive 
has come to be recognized as a distinct type 
of individual with great talent in managerial 
functions and of a species which is neither 
owner nor hired help and upon whom both 
owner and hired help depend for their in- 
come. Why the problem is so pressing is 
that he is caught in a three-way squeeze be- 
tween high taxes, inflation and, now, gov- 
ernment controls. 


Because competition for good managers is 
keen, any number of plans have been de- 
vised to give them adequate compensation. 
Some permit management to share in the 
business it manages, others provide for life- 
time security, but each plan devised will 
encounter legal problems. 


If an executive’s compensation contract is 
drawn giving thought to the economic trend, 
the chances of retaining a happy executive 
are greater. If the contract is drawn with 
the trend of judicial control in mind, future 
litigation is minimized. The authors state 
very clearly the problems involved in draw- 
ing executives’ contracts, analyzing the several 
“incentive features” now in wide usage such 
as provision for stock ownership, provision 
for retirement and retirement security. They 
analyze the controls imposed by statute and 
by judicial decision, and many of the issues 
resolved have been encountered by the au- 
thors themselves. They draw heavily on 
their own experience in drafting such in- 
struments and in handling litigation involv- 
ing them. 

A valuable section is the section contain- 
ing the appendices in which the authors 
have placed as illustrations the forms used 
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by many large companies. The appendices 
illustrate general-employment contracts, profit- 
sharing contracts, profit-sharing and bonus- 
plan clauses, management stockholding trusts, 
stock-option plans, stock-purchase agree- 
ments, deferred-compensation contracts and 
retirement contracts. 


The book is written for the lawyer. It 
has adequate citations and it can serve that 
reader well. 

Mr. George Thomas Washington is now 
Judge of the United States Court of Appeals 
for the District of Columbia, and V. Henry 
Rothschild is a New York attorney who re- 
cently has been appointed Chief Counsel to 
the Salary Stabilization Board. 

This volume is more than a new and re- 
vised edition. Work was first begun on this 
book in 1949, and in the same year author 
Washington became Judge Washington. The 
bulk of the work of revision then fell to 
Mr. Rothschild, and the scope of the book 
was redefined, the book was retitled and 
rewritten and issued under the joint author- 
ship of Washington and Rothschild. 


Taxes in Your Future 


Management Planning for Corporate Taxes. 
Controllership Foundation, Inc., One East 
42nd Street, New York 17, New York. 
1951. 52 pages. $4. 


Management thinking, which not too many 
years ago concerned itself primarily with 
problems of sales, production and finance, 
is forced by events to always be conscious 
of the impact of taxes on any management 
decisions in these fields. 


This 8% by 11 page-size booklet is pre- 
pared by the research arm of Controllers 
Institute. Four main parts of this study 
take up the following problems: minimiz- 
ing corporate income taxes; effects and 
decision making (dealing with wages, sales, 
finance, fixed assets and the legal form of 
organization decisions) ; management attitudes 
and organization for tax administration. 


Many of the case studies that are used 
in this publication were obtained with the 
aid of the accounting staff of the School of 
Business of the University of Chicago, 
which conducted interviews and shared in 
the preparation of this report. One com- 
pany interviewed believed in tax educa- 
tion of its own staff. It used bulletin 
board information and the company pub- 
lication as helpful adjuncts to the promotion 
of tax consciousness. One company makes 
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it a practice to keep union representatives 
informed of the tax situation, such as the 
total deduction in the payroll as well as the 
amount of taxes borne by the company 
itself. 


This is an interesting study supervised 
by an outstanding panel of members of the 
Controllers Institute. 


Statute of Liberty 


The Declaration of Independence and What 
It Means Today. Edward Dumbauld. Uni- 
versity of Oklahoma, Norman, Oklahoma. 
1950. 194 pages. $3. 


The Declaration of Independence is a 
basic document of the Government of the 
United States. More than that, it is a basic 
document of government. People refer to 
the Constitution of the United States as the 
basic document, overlooking the fact that 
the Declaration of Independence states the 
principles of government which the Consti- 
tution seeks to give effect to. 


The author has done a wonderful job of 


- research in order to present the meaning 


behind the many pertinent phrases of the 
Declaration of Independence. A study of 
this document as outlined reveals the gap 
between a communistic government and the 
government of our republic. The philosophy 
of the two are poles apart. Our founders 
believed government to be a servant of the 
people and they stated this belief: ‘That 
to secure these Rights Governments are 
instituted among Men, deriving their just 
Powers from the Consent of the Governed 

”. The Soviet philosophy places the gov- 
erned in a position of servant to the state, 
as did some ancient Greek government 
philosophers. 


The Declaration of Independence stands 
before the world as a guide to any “one 
people” for the establishment of their own 
government when they, like our colonists, 
find it “becomes necessary for one People 
to dissolve the Political Bands which have 
connected them with another ... .” At 
the same time there is a warning in this 
book—a most overlooked lesson in history. 
“The few centuries during which English 
and American Governments have given a 
measure of freedom to the people may be 
regarded as exceptional. It is perhaps pos- 
sible that free government will prove in- 
compatible with survival in the atomic age.” 
The imminence of political campaigns in 
which politicians do a lot of shouting about 
our freedoms, our free institutions and free 
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government presents an excellent opportu- 
nity for the citizens who possess a deeper 
understanding of the principles enunciated: 
by this document to measure the worth of 
the politician and his understanding of the 
real basis of this government. Such study 
should help thinking people to recapture the 
philosophy of the statesman who conceived 
this government and who “with a firm 
Reliance on the Protection of divine Provi- 
dence” mutually pledged to each other their 
lives, their fortunes and their sacred honor. 


Funny 


Laughter Is Legal. Francis Leo Golden. 
Frederick Fell, Inc., 386 Fourth Avenue, 
New York 16, New York. Third printing, 
1951. 280 pages. $2.95. 

This is not a new book but it has been 
back on the press so often that it deserves 
mention again. It is a collection of anecdotes 
regarding the law profession. The humorous 
stories will enliven any public appearance 
a lawyer is called upon to make on infre- 
quent occasions. 


Canadian Sales Tax 


The General Manufacturers Sales Tax In 
Canada. John F. Due. Canadian Tax Foun- 
dation, 4 Carlton Street, Toronto 2, Canada. 
1951. 202 pages. $2. 

The Canadian General Sales Tax is the 
sole example, in major English speaking 
countries, of a general manufacturers sales 
tax. Despite widespread advocacy of such 
a tax in other countries, especially in the 
United States, little study has ever been 
made of the Canadian tax, either within the 
country or by outsiders. This volume is in- 
tended to provide a relatively comprehen- 
sive analysis and evaluation of the tax, 
considering its development; major features 
of its structure, operation and administra- 
tion; the distribution of burden of the tax, 
and the appropriate role of the tax’ in the 
Canadian tax structure. 


To Replace Blackstone 


Our Legal System and How It Operates. 
Burke Shartel. University of Michigan Law 
School. 1951. 629 pages. $6. 

Five lectures delivered at the University 
of Michigan on the Thomas M. Cooley Lec- 
tureship, enlarged and revised. 

Of the American student’s need for an 
introduction to the legal system there can 
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be little doubt. For the last several decades 
the beginning student has been projected 
into the midst of the law as a person might 
be thrown into the river and told to swim. 
He started reading cases and discussing 
legal problems without any preliminary ex- 
planation of the character or operation or 
aims of the legal system. 


In the last few years different law schools 
have attempted to meet the need for some 
sort of introductory work on law, among 
them the University of Michigan Law 
School. The present volume is the fourth 
version of the author’s effort to produce a 
suitable book of this character. A _ sub- 
stantial part of the material was delivered 
two years ago in a series of public lectures 
known as the Cooley Lectures. Revised and 
enlarged, it is now published as the third 
volume in the annual series which bears 
that name. 


Estate Taxes 
from the Specialists’ Viewpoints 


The Estate Tax Handbook. Edited by J. K. 
Lasser. Matthew Bender and Company. 
1951. 846 pages. $15. 


The editor of this book has collected 21 
articles or chapters, each prepared by a 
well-known specialist in some field of law 
pertaining to the transmission of an estate 
subject to the estate and inheritance laws. 


ARTICLES 


Splitting a Corporation ... Some of the 
advantages and disadvantages of splitting 
a corporation into two or more units are 
set forth in an article in which the methods 
of splitting a corporation are also enumerated. 
—Jensen, “Tax Effects of Splitting a Cor- 
poration into Two or More Units,” Journal 
of Accountancy, September, 1951. 


Drawing Up Boundaries . . . In a democ- 
racy, “community security may sometimes 
require that government intrude upon the 
sphere of conscience and expression. But 
the participants in the governing process 

must be scrupulously careful that 
the intrusion does not exceed the boundaries 
dictated by public need.” So states the 
author in a discussion of sedition and cur- 
rent questions of free speech—McCloskey, 
“Free Speech, Sedition and the Constitution,” 
American Political Science Review, September, 
1951. 
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Textile Mills Securities 


Corporation v. Commissioner 
“*Ah, Take the Cash, 
and Let the Credit Go’’ 


Tax Classics e e by Robert S. Holzman 


Adjunct Professor, New York University Graduate School of Business Administration 





66 O star ever rose 
And set without influence somewhere.” ? 


But will the Commissioner afford tax 
cognizance to this astronomical phenomenon? 


In 1924 certain German textile companies 
became collectively worried about the status 
of some $60,000,000 in properties that had 
been seized by the United States Alien 
Property Custodian in the junior World 
War. Textile Mills Securities Corporation 
was engaged here to take appropriate steps 
to effect recovery (or, at least, compensa- 


tion), and a fee was set at 5 per cent of the - 


amount to be recovered, Textile Mills tc 
pay its own expenses. The corporation 
“worked vigorously” (as the Supreme Court 
was to observe): publicists were employed, 
speeches were prepared, editors were sym- 
pathetically briefed and legal experts ground 
out propaganda on international relations 
and property rights. In four years’ time, 
fruition occurred in the form of legislation 
known briefly as “The Settlement of War 
Claims Act of 1928,” and Textile Mills’ 
clients received restitution. The German 
companies then paid their 5 per cent, which 
Textile Mills reported as gross income, less 
expenses for legal fees. ‘““How’s about those 
fees?” asked the Commissioner. “Ordinary 
and necessary to our business,” replied 
Textile tersely. “It is an old-established 
custom in democracies that the legislature 
may be petitioned to redress wrongs, and 
that takes talent and money.” ‘“Proximate 
causation,” sighed the Commissioner, “cannot 
be established between the efforts of lobby- 
ists? and the passage of the desired legisla- 


1 Owen Meredith, Lucile (Boston, Ticknor and 
Fields, 1860), p. 351. 

2 “Tn 1829 there were lobby-agents at Albany, 
and they soon became lobbyists; in 1832 lobby- 
ing had already extended to Washington. All 
of these terms are now as firmly imbedded in 
the American vocabulary as election or con- 
gressmen.” H. L. Mencken, The American 
Language (New York, Alfred A. Knopf, Inc., 
1938), p. 148. ‘‘At last count there were 
thirty-nine known lobbyists for every ten mem- 
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tion, except when the efforts extend to 
actual corruption. If that’s what we have 
here, the Regulations prohibit it.” ‘Where 
does the law say that?” persisted Textile 
as it flipped open a dusty buckram volume.* 


On December 8, 1941, Mr. Justice Douglas 
delivered the opinion of the Supreme Court: ' 


“We agree that the expenses in question 
were not deductible. 


“Tf this is a valid and applicable regu- 
lation, the sums in question were not de- 
ductible as ‘ordinary and necessary expenses’ 
under § 23 (a), since they clearly run afoul 
of the prohibition in the last sentence of 
the regulation. 


“Plainly, the regulation was applicable. 
The ban against deductions of amounts 
spent for ‘lobbying’ as ‘ordinary and neces- 
sary’ expenses of a corporation derived from 
a Treasury Decision in 1915. . . . That 
prohibition was carried into Art. 143 of 
Treasury Regulation 33 (Revised, 1918) 
under the heading of ‘Expenses’ in the sec- 
tion on ‘Deductions’. Beginning in 1921 the 
regulation was entitled ‘Donations’. . . . 
And in the regulations here in question Art. 
262 appeared under § 23 (n) which covered 
‘Charitable and other contributions’ by indi- 
viduals. It assumed that form and content 
in 1921 and appeared since then without 
change in all successive regulations. Sec. 
23 (n) and § 23 (a) both deal with deduc- 
tions; and a ‘donation’ by a corporation 
though not deductible under the former 
might be under the latter. Art. 262 purports 
to specify when a certain type of expendi- 


bers of Congress!’’ Karl Schriftgiesser, ‘‘High- 
Pressure Lobbying,’’ The Atlantic Monthly, 
October, 1951, p. 62. 

3 ‘Congress shall make no law . . abridg- 
ing .. . the right of the people .. . to 
petition the Government for a redress of griev- 
ances.’’ Constitution of the United States, 
Art. I. 

* Textile Mills Securities Corporation v. Com- 
missioner, 41-2 ustc { 9784, 314 U. S. 326. 
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ture or donation by a corporation may or 
may not be deducted as an ‘ordinary and 
necessary expense. The argument that it 
was not applicable because it was not specifi- 
cally incorporated under § 23 (a) is frivolous. 


“Petitioner’s argument that the regulation 
is invalid likewise lacks substance. The 
words ‘ordinary and necessary’ are net so 
clear and unambiguous in their meaning and 
application as to leave no room for an 
interpretative regulation. The numerous 
cases which have come to this Court on 
that issue bear witness to that. Welch v. 
Helvering, 290 U.S. 111 ....°. Nor 
has the administrative agency usurped the 
legislative function by carving out this 
special group of expenses and making them 
non-deductible. We fail to find any indica- 
tion that such a course contravened any 
Congressional policy. Contracts to spread 
such insidious influences through legislative 
halls have long been condemned. 
Whether the precise arrangement here in 
question would violate the rule of those 
cases is not material. The point is that the 
general policy indicated by those cases need 
not be disregarded by the rule-making 
authority in its segregation of non-deductible 
expenses. There is no reason why, in the 
absence of clear Congressional action to the 
contrary, the rule-making authority cannot 
employ that general policy in drawing a 
line between legitimate business expenses 
and those arising from that family of con- 
tracts to which the law has given no sanc- 
tion. The exclusion of the latter from ‘ordi- 
nary and necessary’ expenses certainly does 
no violence to the statutory language. The 
general policy being clear it is not for us 
to say that the line was too strictly drawn.” 


ITING the Textile Mills case, one writer 

declared that “payments which are in 
conflict with public policy are not 
deductible.” * But to the dean of the Harvard 
a_Law School, “the soundness of the 
tlecision appears questionable. There would 
mot seem to be any reason why open ap- 
gbearances before a Congressional Committee 
should not be as much a part of legitimate 
legal practice as general appearance’ before 
a court.” * 


Legislation was proposed in the Alabama 
legislature for the imposition of a 20 per 


cent tax on soft drinks. Money was spent 
by an association to engage counsel and to 
prepare statistics and arguments for legisla- 
tive committees and trade conventions. 
However, a bottler who made payments to 
the association was not allowed to deduct 
them. “All these activities were normal and 
in no way sinister or objectionable. They 
were not engaged in ‘lobbying’ for hire and 
there is no evidence that they were attempt- 
ing to debauch the public morals of the 
legislators in Alabama. They were engaged 
in a proper and legal attempt to prevent 
injury to their business by persuading the 
legislature that the proposed legislation was 
unwise, unfair, and unwarranted ... . 
However, the Supreme Court of the United 
States, in the recent case of Textile Mills 
Securities Corporation v. Commissioner 

has unequivocally approved the regulations 
as a valid exercise of the rule-making au- 
thority making nondeductible the ‘special 
group of expenses’ set out in the regula- 
tions.” * 

To meet the competition of cooperatives, 
an independent dairy company made a pay- 
ment to the National Tax Equality Asso- 
ciation, so that the latter could place before 
the public facts and statistics showing the 
tax advantages enjoyed by cooperatives. 
The objective was to equalize the tax status 
of cooperatives and their competitors. The 
dairy company could not deduct its pay- 
ment. “The Supreme Court in Textile Mills 
Securities Corp. v. Commissioner . . . has 
unequivocally applied [the] Regu- 
lations to make non-deductible under 
section 23 (a)(1)(A) expenditures to an 
organization engaged in the activities set 
out in the regulation Since the 
regulations have determined that expendi- 
tures made for the exploitation of propa- 
ganda or the promotion or defeat of legislation 
are not deductible as business expenses, we 
find it unnecessary to determine whether 
or not these expenditures were ordinary 
or necessary expenses.” ® 


URING 1941, the Ways and Means 

Committee of the United States House 
of Representatives was considering the im- 
position of an excise tax on pari-mutuel 
betting. Opposition was forthcoming from 
the states in which such betting was per- 
mitted, as well as from the various jockey 





. 5See ‘Tax Classics,’’ XIX, TAxEsS—The Tax 
Magazine, July, 1949. 

6 Harry Graham Balter, Fraud Under Federal 
Tax Law (Chicago, Commerce Clearing House, 
Inc., 1951), p. 18. 

7 Erwin N. Griswold, Cases and Materials on 
Federal Taxation, 2d Ed. (Chicago, The Foun- 
dation Press, Inc., 1946), p. 610. 


8 Bellingrath, CCH Dec. 12,238, 46 BTA 89 
(1942). 

° Roberts Dairy Company, 
17,952(M), 9 TCM 1000 (1950). 
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clubs. A racetrack corporation derived sub- 
stantial income from commissions on pari- 
mutuel betting pools which were controlled 
by Delaware statute. The proposed federal 
tax would be harmful to the corporation. 
The Jockey Club of New York sent legal 
representatives to appear before the House, 
and the racetrack corporation agreed to 
share a part of the cost, but the deduction 
was not allowed. ‘The issue before us so 
clearly fits the provision of the Regulations 
that [the corporation] can be sus- 
tained in its deduction only if the Regula- 
tions, as here applicable, can be held invalid. 
We believe ourselves to be foreclosed from 
holding the Regulations invalid by the dis- 
position of a closely related problem by the 
Supreme Court in Te-rtile Mills Securities 
Corporation v. Commissioner . . . .”™ 


Any payments smacking of lobbying in 
part might be disallowed in their entirety; 
apportionment might not be possible. An 
asphalt company could not deduct commis- 
sions paid to a partnership of state legis- 
lators who solicited business from the State 
Highway Commission. “Payments made for 
exerting political influence are not ordinary 
and necessary business expenses. The burden 


was upon the taxpayer to establish its right 


to the deduction. It may be that some 
portion of the amounts paid to the partner- 
ship was actual selling commissions, but 
the burden of proving the deductible amounts 
and segregating them from the non-de- 
ductible was upon the taxpayer and it did 
not meet that burden.” ™ But the presump- 
tion may be refuted. A liquor distributor 
selling to the Ohio Department of Liquor 
Control engaged a law firm to represent him 
before state boards, particularly the Depart- 
ment of Liquor Control. One of the partners 
in the law firm once had been an assistant 
attorney general of Ohio, in which capacity 
he had been counsel to the Department of 
Liquor Control. In vain did the Commis- 
sioner seek to disallow the fee on the ground 
that it was for political influence. “How- 
ever, we have found as a fact that this pay- 
ment was an ordinary and necessary business 
expense. We have also found that the 
amount was reasonable and that no part 
was paid for political influence.” ” 


NTERTAINMENT of public officials 
involves a similar question of public 
policy. A seller of slag to political subdivi- 





sions could not deduct the expenses of 
entertaining county and town officials. “The 
[seller] testified that, in entertaining 
the public officials of the several counties 
and towns with which he had long been 
doing business, he had no purpose to in- 
fluence them in their consideration of his 
offers or contracts, but that this sort of 
entertainment had been carried on many 
years by him and his competitors and if he 
should discontinue it he ‘would be crucified’ 
—‘looked upon as a non-entity.’ He there- 
fore regards the cost of the entertainment 
as an ‘ordinary and necessary expense of 
carrying on his business.’ Such enter- 
tainment of public officials who necessarily 
have a direct or indirect relation to the 
contracts which [this seller] seeks 
is, speaking generally, commonly regarded 
as contrary to the public interest. It is as 
much against public policy as expenditures 
to influence legislation; and as such ex- 
penditures have been consistently denied 
deductibility, irrespective of the absence in 
the concrete™ case of a venal motive. 
Textile Mills Securities Corporation v. Com- 
muisstoner a 
The public-policy argument reaches other 
fields of endeavor. The operator of a gambling 
ship could not deduct payments described 
as “public relations” to a party that was to 
look after litigation that might be introduced 
in Congress and that might affect the opera- 
tion of the ship. “The expenditures here 
were made to perpetuate or to assure the 
continuance of an illegal business, and their 
deduction, in our opinion, would be contrary 
to public policy . . . . The deductibility of 
payments made with a view to influencing 
Federal legislation has been passed on spe- 
cifically by the Supreme Court itself, in 
Textile Mills Securities Corporation v. Com- 
missioner . .’* A partnership that ran 
horse rooms could not deduct sums arising 
from raids, for “payments made for exerting 
political influence are not ordinary and neces- 
sary expenses. Te-tile Mills Securities Cor- 
poration v. Commissioner... .”° 


An operator of iron-claw and _ pinball 
machines in New Orleans was informed that 
some of his equipment “had to be closed 


-up” and that he “had to go to see” a certain 


individual about his business. Ultimately 





10 Delaware Steeplechase and Race Associa- 
tion, CCH Dec. 17,913(M), 9 TCM 893 (1951). 


11 Harden Mortgage Loan Company v. Com- 


missioner, 43-2 ustc { 9552, 137 F. (2d) 282 
(CCA-10). 
12 Scobell, CCH Dec. 12,871, 47 BTA 971 (1942). 


Tax Classics 


13 Actually it was slag. 

44 Flanagan, CCH Dec. 12,833, 47 BTA 782 
(1942). 

18 Stralla, CCH Dec. 16,110, 9 TC 801 (1947). 
—_ et al., CCH Dec. 13,653, 2 TC 1262 
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le was told to pay dues to a pinball asso- 
ciation which had employed an attorney to 
lobby before the legislature with respect to 
an impending bill to raise the cost of 
licensing. Operation of the machines was 
not illegal in this community. “The associa- 
tions in question to which . [he] made 
the payments . . . may have been organized 
for the purpose of exacting tribute for the 
benefit of ‘racketeers’ preying upon the 
fears and credulities of persons like the 

[operator] who are engaged in a 
business some phases of which were barely 
within the law; or for the purpose of ‘lobby- 
ing’ before the State Legislature in opposi- 
tion to legislation which might have outlawed 
the activities engaged in by members of 


some of the associations, or increasing the 
prices to be paid for licenses upon the use 
of the various machines owned by members 
of the Associations. If these were the 
objects of the associations, then dues paid 
to them would not be deductible. ; 
Textile Mills Securities Corporation v. Com- 
missioner anes 


Time was when influence was not neces- 
sarily deemed to be baneful; thus reference 
was made to “the sweet influences. oe 
Latterly, however, there has been revived 
the old schoolboy custom of quoting Wilde: 
“There is no such thing as good influence. 

All influence is immoral from the 
scientific point of view.” ” 


| ACQ. AND NON-ACQ.—Continued from page 145 


have afforded greater relief than the amended 
35 per cent provision. 

The value of the stock in the corporation 
must comprise more than the per cent (and 
amount shown below) of the value of the 
estate of the decedent. 


Example 


Gross estate .. $900,000 35% (or $315,000) 
Net estate (69% of gross 


estate) ..$621,000 50% (or $310,500) 
Results if amendment 
corrected to apply to 


UOT GOURNO 6 oie ck ben 


35% (or $217,350) 
If the value of the net estate is greater 
than 70 per cent of the value of the gross 
estate, the amended 35 per cent provision 
affords greater relief than would have been 
available under the original 50 per cent 
provision. 
Example 
Gross estate $900,000 35% (or $315,000) 
Net estate (71% of gross 
estate) . .$639,000 
Results if amendment 
corrected to apply to 
net estate 


50% (or $319,500) 


35% (or $223,600) 


The above rules are equally applicable to 
eross and net estates of any size. 

Obviously the only estates affected by the 
provisions of this subsection of the Code 
are those that include a substantial value 
in corporate stock, and, generally, stock in 
close corporations. The experience of our 
office in auditing, planning and counselling 
the administration: of such estates and our 
observation of other such probated estates 





17 Fazzio et al., CCH Dec. 13,473(M), 2 TCM 
737 (1943). 
18 Job 38:31. 
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indicate that the net value of a great ma- 
jority of them is less than 70 per cent of 
their gross value. If that is the common 
experience, and we believe that it is, the 
disadvantages flowing from the application 
of the amended enactment will outweigh its 
advantages. In any event, the benefits con- 
templated by Congress for all such estates 
would be accomplished by applying the 35 
per cent provision to all net estates. In each 
of the examples we see the results from ap- 
plying the three tests to gross and net 
estates as indicated: 

What they are under the amendment (35 
per cent rule applied to the gross estate); 

What they would have been (under the 
50 per cent rule applied to the net estate); 
and 

What they would be under a 35 per cent 
rule applied to the net estate. 

It is manifestly inequitable to create a 
situation by an amendment that affords 
greater or lesser benefits than those pre- 
viously existing on the mere chance that 
the net value of an estate may be more or 
less than 70 per cent of its gross value. 

The inferences of the author that the 
substitution of “gross estate’ for “net 
estate” was probably inadvertent and his 
conclusions that “the efficacy of the elimina- 
tion of all percentage restrictions” should 
be considered by Congress or that, at least, 
the substitution of “gross estate” should be 
corrected and the subsection amended to 
read “net estate” are heartily endorsed by 
this writer. 


CINCINNATI J. E. RAppoport 


12Oscar Wilde, Picture of Dorian Gray 
(London, Ward, Lock & Bowden, Ltd., 1895), 
p. 21. 
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Taxes... 


Tax People... 
Things Taxed... 





OOF! 


If you want to avoid a sudden increase in 
blood pressure, don’t assume that your 1951 
tax will simply be about 11 per cent higher 
than your 1950 tax on the same income. 
If you make that assumption, you’re in for 
a little surprise. 


During the discussions about the Revenue 
Act of 1951, the statement was frequently 
made in the press and on radio and tele- 
vision that the new bill would increase taxes 
by about 11 per cent. And the Senate 
Finance Committee’s Report provided for 
“an 1l-per cent increase in present tax 
rates.” 


That business about “present tax rates” 
is a fooler. It doesn’t mention the 17 per 
cent increase effectuated by the Revenue 
Act of 1950. When that is taken into ac- 
count, the difference between your 1950 tax 
and your 1951 tax on the same income can 
be noticeably greater than 11 per cent. 


For example, if taxable income (after 
exemptions) on an individual return be 
taken as $2,000 for each year, the 1950 tax 
would have been $348 and the 1951 tax 
$408. The $60 difference is an increase of 
17.24 per cent. 

That’s not all. The 1951 Act is applicable 
for only a fraction of the year. Assuming 
that there is no further increase in rates 
next year, the 1952 tax on $2,000 will be 
$444. This is 27.59 per cent higher than 
last year’s tax. 


Double the brackets and you get the same 
percentage increases for married persons 
on a joint return. Thus, if taxable income 


of a married person on a joint return is - 


$4,000 (after exemptions), the tax for 1950, 
1951 and 1952 would be $696, $816 and $888 
respectively. The percentage hikes are 
17.24 and 27.59. 

As the bracket goes higher, the percent- 
age increase slowly decreases. Tables pre- 
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pared by the Indianapolis CPA firm of 
Herdrich, Boggs and Company show that 
the individual return of $10,000 will be 
accompanied by a 1951 increase of 12.97 
per cent and a 1952 increase of 23.87 per 
cent. The 1951 increase for the individual 
return does not get as low as 10.92 per cent 
until taxable income is $70,000. For 1952 
the increase over 1950 is still 11.88 per cent 
with income of $200,000. 


However, it isn’t accurate to think of your 
tax rate as being that rate which is imposed 
in the top bracket into which your income 
For example, Mr. Lewis Gluick, a 
Florida tax man, tells of a man with whom 
he came in contact who stated that he was 
paying a 53 per cent income tax. “Actually,” 
says Mr. Gluick, “only a few hundred dollars 
of his income got into that bracket.” The 
gentleman’s tax rate figures out to be 36.35 
per cent. 


Twenty-five Years Ago 


The President’s recent $85 billion budget 
message contrasts favorably or unfavorably, 
depending on how you look at it, with the 
following excerpt from a “Washington Tax 
Talk” item in the February issue of TAXEs 
25 years ago: “Due to larger business earn- 
ings in the year 1925 than in 1924, income 
taxes collected in the calendar year 1926 
which were based primarily on incomes of 
the preceding year, totaled $2,172,127,321 45, 
compared with $1,825,704,135.93 in 1925. 


A further contrast to today is nar 
by another short news item appearing in 
the magazine: “A reduction of more than 
a billion dollars in the public debt of the 
United States was made during the calendar 
year 1926. ... On December 31 the gross 
debt, less the balance of $227,000,000 in the 
general fund, amounted to $18,847,000,000, 
as compared with $19,919,000,000 on De- 
cember 31, 1925, when the net balance in 
the general fund was $328,000,000.” 
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The Budget 

No one in financial circles is surprised 
by the amount of the budget of the Fed- 
eral Government, $85.4 billion, submitted to 
Congress on January 21. Government 
policy lumped under the general heading 
of national security programs accounts for 
$65.1 billion. This category includes expendi- 
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1953 Receipts Exclude New Tox Propasals 


ture for international and atomic energy 
programs, military services, the merchant 
marine and defense production. The num- 
ber of our army increased 
from 10 to 18. One hundred and sixty 
combatant vessels have been returned to 
duty from our mothball fleet and 40 wings 
have been added to our Air Force. 
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With the publicity this budget has re- 
ceived in the press there seems to be little 
reason to repeat here what has already 
been written. On our cover we show a 
breakdown of a dollar of income and a 
dollar of outgo, that is, where a tax dollar 
comes from and on what programs and 
for what purpose it is spent. 

Three years ago, that is the fiscal year 
1951, the budget called for $40.2 billion and 
estimated that revenue for that year would 
be $37 billion. 

The largest item in the budget was na- 
tional defense expenditures, and the Presi- 
dent said they would “. approximate 
the 1951 level in the next few years; and 
the costs of our foreign aid and veterans’ 
programs should continue the decline already 
expected between 1950 and 1951. It should 
also be possible in future years to reduce 
the cost of programs which have helped to 
meet the postwar transition problems of 
specific major areas of our economy, notably 
the support of agricultural prices and the 
creation of an adequate secondary market 
for housing mortgages.” 

The wished-for leveling off in 1951 never 
came about because of the UN-Korean 
incident which began in the summer. of 
1950. This put the federal budget into a 
spiral which in the fiscal year 1952 reached 





$71.6 billion, 78 per cent over the previous 
year and which now reaches $85 billion. 


This budget contains funds for only half 
as many general flood-control projects as 
the budget of two years ago. New starts on 
flood control, reclamation, and river and 
harbor works have been limited to urgently 
needed power projects, flood-control projects 
in the Kansas-Missouri area, and emer- 
gency rehabilitation work which cannot be 
deferred. The federal-aid highway program 
will remain below the authorized level of 
$500 million, and major emphasis is being 
placed on improving the network of roads 
most essential to defense and civilian traffic. 
Expenditures for rural electrification and 
rural telephones have been reduced. All 
major programs for housing and com- 
munity development outside critical defense 
housing areas will be held substantially 
below the levels authorized by basic legislation. 


Many other programs, which are neces- 
sary for preserving the basic strength of 
this nation, have been maintained at ap- 
proximately their present levels. 


Congress is asked to provide additional 
revenues in the amount by which last year’s 
legislation fell short of the President’s recom- 
mendations. While new tax legislation would 
not restore a balanced budget in the fiscal 
year 1953, it would make a major contribu- 
tion to the government’s budgetary position. 


EXPENDITURES AND AUTHORIZATIONS BY MAJOR FUNCTION 


[Fiscal years. 





Function 





Military services 
International security and foreign relations. 
Finance, commerce and industry............ 
Transportation and communication 

Natural resources 
Agriculture and agricultural resources 
Labor 

Housing and community dev elopment. 
Educational and general research a 
Social security, welfare and health..... 
Veterans’ services and benefits 

General government 

| Si re ee eer ee ee 
Reserve for contingencies ee SAEED Fe 
Adjustment to daily Treasury statement 


Total 








In millions. ] 











Expenditures Recommended 
——— —— new obliga- 
1951 1952 1953 tional author- 
actual estimated estimated ity for 1953 

—- 462 $39,753 $51,163 $52,359 
. 4,727 7,196 10,844 8,238 
53 176 751 833 1,171 
1,685 2,153 1,643 1,521 
2,051 3,082 3,207 2,694 
650 1,408 1,478 i327 
228 240 246 259 
602 881 678 1,421 
115 238 624 688 
2,380 2,680 2,662 2,578 
5,339 5,166 4,197 4,181 
1,209 1,353 1,484 1,443 
5,714 5,955 6,255 6,255 
é 25 100 125 
—705 pee) 
$44,633 $70,881 $85,444 $84,260 
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New Taxpayers 


Beginning in 1952, savings and loan asso- 
ciations, building and loan associations, co- 
operative banks and mutual savings banks 
will be subjected to federal income tax. The 
tax is imposed at the corporate level, a 
30% normal tax, plus a 22% surtax on sur- 
tax net income over $25,000. Such organi- 
zations will, therefore, lose a long-standing 
exemption. 

Up to 1952, such mutual financial institu- 
tions merely had to file information returns. 
The imminence of actual taxation confronts 
them with new problems, unfamiliar prob- 
lems, because they must carry the initial 
burden of interpreting the new law. The 
Regulations are not expected until some- 
time in 1952. 

In the meantime, the day of decision is 
here. It is not March 15, 1953, when the first 
return is due. It is January 1, 1952, which 
will mark the beginning of the actual tax 
year for such institutions using a calendar- 
year accounting period. Fiscal-year tax- 
payers will be taxable starting with the 
fiscal year which begins in 1952. 


Decisions made now will govern the size 
of the tax bill in 1953. It is entirely possible 
that deductions allowable under the new 
law can entirely erase an impending tax 
liability—business deductions, dividends and 
interest paid, additions to a bad debt reserve. 


In a Lather About New Tax 


The present Michigan corporation tax is 
based on net worth. Governor Mennen 
Williams says the Michigan treasury is in 
a “precarious financial condition.” Michigan 
has been living on an unbalanced budget 
for three years, and the Governor recom- 
mends a corporate privilege tax based on 
profits rather than net worth. 


Death Tax Compromise 


State officials are working toward the use 
of arbitration in settling interstate disputes 
which arise from the domicile question and 
the inheritance and estate law. The Tar 
Administrator's News reports that the model 
act for interstate arbitration and compro- 
mise is now in effect in nine states. The 
uniform act on interstate compromise of 
death taxes proposed by the National Con- 
ference of Commissioners on Uniform Laws 
has been adopted, at least substantially, by 
eight states. Both the model act and the 
uniform act by their provisions seek essen- 
tially the same thing, but one difference 
between the laws is the provision for man- 
datory arbitration of the domicile dispute 


upon failure to reach a compromise. Such 
a provision is contained in the model act. 


Tax Exemptions 


The nature, background and effects of tax 
exemptions in general were the theme of an 
address by Francis J. Carr at the annual 
convention of county auditors and tax col- 
lectors in California. 


Mr. Carr points out that although our 
approach to the problems of tax exemp- 
tions is bound to be affected by whether we 
are on the paying end or the receiving end, 
one fact upon which all can agree is that 
any tax exemption narrows the tax base and 
means higher taxes for others if the same 
amount of revenue is to be raised. He feels 
that if we understand this fact, we will be 
in a good position to resist any unwarranted 
extension of exemptions and demand the 
most compelling justification before any are 
granted. 


King Subcommittee 


Mr. Carl T. Curtis, a member of the 
King Subcommittee which is investigating 
the activities of the Bureau of Internal 
Revenue gave a brief description at the 
Annual Institute on Federal Taxation of 
the Nebraska State Bar Association of the 
subcommittee’s purpose and actions. Ex- 
cerpts from Mr. Curtis’s remarks are quoted. 


“It has been my constant effort in every 
discussion that I have had of the work of 
this committee to point out that I firmly 
believe that the vast majority of the officers 
and employees of the Bureau of Internal 
Revenue are honest, conscientious men... . 


“The job of the King Subcommittee is to 
find the rotten apples in the barrel... . 
But ... I do not want this investigation 
to embarrass, harass or punish the innocent 
whether they be officials and employees of 
the Bureau of Internal Revenue or whether 
they be taxpayers.... 


“If a case can be made we hold a public 
hearing and put the facts on record and let 
the proven facts speak for themselves to the 
American people.” 


A New French Taxpayer 


A rather interesting little document is the 
joint report of the Committee on Armed 
Services and the Committee on Expendi- 
tures in the Executive Departments regard- 
ing French taxation of military construction. 
About one out of every $5 spent on United 
States military construction in France goes 
to the French Government in the form 
of taxes. An estimated amount, which will 


156 February, 1952 @e TAXES—The Tax Magazine 






tn i Ana tall 


anon 
















syl 
per 
abl 
net 


sul 
the 




























When charitable contributions of a Penn- 


x sylvania corporation are in excess of the 5 
n per cent limitation, the computation of allow- 
al able contributions and Pennsylvania corporate 


|- net income tax presents a problem. 


A time-saving method of arriving at these .04816955684 
¥ | figures accurately which will give correct re- and 
a } sults in all cases, regardless of the size of .03660886320 
ry | the profit involved, has been devised which The following method is to be used: 
e’ Example Example 
4 A B 
i. Net income as per books after the deduction of 
ved i] contributions (without provision for year-end 
d federal and state taxes)..................... $1,362,841.14 $1,732.18 
we Add back the contributions deducted........... 88,321.40 196.20 
40 ee $1,451,162.54 $1,928.38 
Deduct: Pennsylvania capital stock tax........ 12,500.00 100.00 
Pennsylvania corporate loans tax...... ............ 9 cceeees- 
” Cn ee oe ae a eee $1,438,662.54 $1,828.38 
me Allowable contributions (.04816955684 of balance) 69,299.74 88.07 
he Pennsylvania corporate net income tax | 
of (.03660886320 of balance) ........ bana vaweuen 52,667.80 66.93 
} 
a : Net income subject to federal income and excess 
d ) EE Sain cia Gk bce oid de 6 enna $1,316,695.00 $1,673.38 
ad. ] Pan teiccsirien oss oie 
ry 
po! | Proof 
ly | Example Example 
rs A B 
ial Net taxable income (as per preceding figures).. $1,316,695.00 $1,673.38 
- i Add the allowable contributions............... 69,299.74 88.07 
to To i oer agape 
as ME a i Pb Vb Ree dere beaaine cd oa $1,385,994.74 $1,761.45 
on 5 per cent thereof (allowable contributions)... .. 69,299.74 88.07 
ant 
of Net income subject to federal income and excess 
1er : profits MOONE fa: capi wr chal newlep entaheuay gueuaieh eras aieieoniels Wisieus $1,316,695.00 $1,673.38 
Se ) 4 per cent thereof (Pennsylvania corporate net 
let PEE «scan eh cacudbobebnesewaneasenl $ 52,667.80 $ 66.93 
- | —= —«->— 
This method of calculation should prove consumed on this particular problem is cut 
| to be most helpful to practitioners with Penn- down tremendously by the use of these two 
| sylvania clients in that the amount of time constants. 
the ; 
1ed 
ort be paid in taxes, runs as high as $100 mil- under exemptions granted to ECA, this ex- 
ang lion on construction work costing $500 emption has now been held by the French 
oe million under the French system of compu- Government not to apply to military forces, 
ain tation. Some of their taxes pyramid fan- and vendors have been instructed not to 
oan tastically and, while SHAPE has made grant the exemption on any future pro- 


some procurements without paying taxes 
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Computation of Allowable Contributions and Pennsylvania 
Corporate Net Income Tax 





employs the use of two mathematical con- 
stants. This method was developed by Abra- 
ham Blucher, a CPA associated with the firm 
of L. Sedransk & Company, New York City. 


These constants are: 





curements by SHAPE. 
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A provision in the NATO agreement pro- 
vides that the “host countries” taxes apply 
to the “guest county,” but it seems certain 
that the United States will be the only one 
of the 12 member nations that will always 
be a guest and never a host. 


Amortization 


There have been more than 15,000 appli- 
cations for accelerated tax certificates, rep- 
resenting a public investment of about $25 
billion in new emergency plan facilities. 
Priority treatment is given to the applica- 
tions involving the production of facilities in 
the following order: (1) machine tools, 
cutting tools, dies, gauges, jigs and fixtures; 
(2) ores such as copper, lead and zinc; (3) 


pig iron; (4) sulfur; (5) military-end items 
and supporting products urgently needed 
by the Armed Services; (6) basic alumi- 
num; (7) nitrogen; (8) aviation gasoline; 
(9) steel scrap; and (10) special aluminum 
extrusions. Atomic-energy projects also re- 
ceive priority treatment. 


, 


No Auto License Plates for 53 


In most states your 1952 license plates 
will be made to serve for 1953. Small tags 
will be issued to validate this year’s plates 
for use next year. The move is made to 
conserve scarce steel and aluminum. About 
80 per cent of the steel and aluminum pre- 
viously allocated for the manufacture of 
full-size license plates will be saved in 1953. 





City Tax Calendar... 





March 1—Louisiana: Shreveport wholesale 
and retail dealer occupation license tax 
due. Utah: Salt Lake City occupation tax 
reports and payment due. 


March 15—Arizona: Phoenix business privi- 
lege tax reports and payment due. Colorado: 
Denver sales tax reports and payment due. 
New Mexico: Albuquerque occupation tax 
reports due. Ohio: Columbus corporate 
income tax reports, balance of pre- 
vious year’s tax and first quarter of 
next year’s estimated tax due; Columbus 
personal income tax reports, balance of 
previous year’s tax and first quarter of 
next year’s estimated tax due; Youngs- 
town corporate income tax reports, bal- 
ance of last year’s tax and first quarter 
of next year’s estimated tax due; Youngs- 
town personal income tax reports, balance 
of last year’s tax and first quarter of next 
year’s estimated tax due. Pennsylvania: 
Erie employer withholding tax reports and 
payment due; Erie personal income tax 
reports and first installment due; Erie 
School District income tax reports and 
first installment due; Philadelphia income 
tax reports and payment from savings 
institutions without capital stock due; 
Philadelphia withholding payment of sums 
in excess of $50 withheld in preceding 
two months due; Pittsburgh and Pitts- 
burgh School District mercantile license 
tax reports and payment due; Scranton 
employer withholding tax reports and 
payment due; Scranton income tax reports 
and first installment due; Scranton School 
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District employer withholding tax reports 
and payment due; Scranton School Dis- 
trict first installment of balance of previ- 
ous year’s estimated income tax due; 
Scranton School District income tax re- 
ports and first installment of estimated 
tax due. 


March 20—Louisiana: New Orleans sales 
and use tax reports and payment due. 
New York: New York City conduit com- 
pany tax reports and payment due; New 
York City public utility excise tax reports 
and payment due. 


March 30—Pennsylvania: Erie School Dis- 
trict employer withholding reports and 
payment due. 


March 31—California: Los Angeles monthly 
sales and use tax reports and payment 
due. Ohio: Dayton corporate income tax 
reports, balance of previous year’s tax and 
first quarter of next year’s estimated tax 
due; Dayton personal income tax reports, 
balance of previous year’s tax and first 
quarter of next year’s estimated tax due; 
Toledo corporate income tax reports, bal- 
ance of previous year’s tax and first quar- 
ter of next year’s estimated tax due; 
Toledo personal income tax reports, bal- 
ance of previous year’s tax and first quarter 
of next year’s estimated tax due. Penn- 
sylvania: Pittsburgh property taxes delin- 
quent; Scranton property taxes delinquent. 
Washington: Seattle occupation tax re- 
ports and payment due; Tacoma occupa- 
tion tax reports and payment due. 
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State Tax Calendar 





Since taxes in relation to business are 
growing in complexity, more space is being 
devoted to the presentation of articles ex- 
planatory of this ever-changing picture. 
Therefore, the State Tax Calendar will 
include the report and payment due dates 
for only the important taxes—franchise, 
income and property. If the states in 
which you have interests are not listed, 
there are no franchise, income or property 
tax reports or payments due therein for 
the month covered. 


ALABAMA: March 1—Public utility prop- 
erty reports due (last day). March 15— 
Corporate income and information re- 
ports and payment of first installment of 
tax due—Franchise reports due (last 


day).—Personal income and information - 


reports and payment of first installment 
of tax due. 


ARIZONA: March 15—Corporate income 
and information reports and payment of 
first installment of tax due.—Personal 
income and information reports and pay- 
ment of first installment of tax due. 


ARKANSAS: March 1—Franchise reports 
due.—Public utility property reports due. 


CALIFORNIA: March 15—Franchise re- 
ports and payment of first installment of 
tax from banks and corporations due.— 
Excise income reports and payment of 
first installment of tax from banks due. 
—Income reports and payment of first 
installment of tax from corporations due. 


COLORADO: March 15—Franchise 
ports due. 


CONNECTICUT: March 30— Certified 
copy of foreign and domestic corporation 
annual report and fee, to be filed with 
town clerk, due. 


DISTRICT OF COLUMBIA: March 31 


—Property tax semiannual installment due 
(last day). 


FLORIDA: March 3—Property reports 
from public utilities due (last day). 
March 31—Property tax due (last day). 


State Tax Calendar 
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GEORGIA: March 1—Foreign corporation 
list of resident stockholders due.—Prop- 
erty reports from railroads due.—Special 
franchise (property) reports from public 
utilities due. March 15—Corporate income 
and information reports and payment of 
first installment of tax due—Personal 
income and information reports and pay- 
ment of first installment of tax due. 
March 31—License tax payment from 
domestic corporations due. 


IDAHO: March 15—Corporate income and 
information reports and payment of first 
installment of tax due.—Personal income 
and information reports and payment of 
first installment of tax due. 


INDIANA: March 1—Property reports 
from public utilities due. 


IOWA: March 1—Property reports from 
express companies due. March 31—Cor- 
porate income reports and payment of 
first installment of tax due.—Personal 
income reports and payment of first in- 
stallment of tax due.—Property tax lists 
due (last day). 


KANSAS: March 1—Information at the 
source reports due. March 31—Franchise 
tax reports and payment due. 


KENTUCKY: March 1—Property reports 
due (last day). March 15—Corporate in- 
come information reports due.—Personal 
income information reports due.—Stock- 
holder and bondholder reports from cor- 
porations due. March 31—Property re- 
ports from public utilities due. 


LOUISIANA: March 1—Foreign corpora- 
tion reports due. 


MAINE: March 1—License fees from for- 
eign corporations due. 


MASSACHUSETTS: March 1—Corporate 
income information at the source reports 
due.—Information at the source reports 
due. 


MICHIGAN: March 1—Property tax due 
(last day without interest charges). March 
3—Property reports due (last day). 
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MINNESOTA: March 1—Income informa- 
tion reports due—Personal property tax 
due. March 15—Corporate income reports 
and payment of first installment of tax 
due.—Personal income reports and pay- 
ment of first installment of tax due. 


MISSISSIPPI: March 15—Corporate in- 
come reports and payment of first install- 
ment of tax due.—Personal income re- 
ports and payment of first installment of 
tax due. 


MISSOURI: March 1—Corporate income 
information reports due.—Franchise re- 
ports due—Personal income information 
reports due. March 31—Corporate income 
tax reports and payment due.—Personal 
income tax reports and payment due. 


MONTANA: March 1—Foreign corpora- 
tion reports of capital employed due.— 
Indebtedness reports from corporations 
due. March 3—Property reports from 
telegraph, telephone, electric power or 
transmission line, canal, ditch and flume 
companies due.—Property reports of real 
and personal property due. March 15— 
Income (corporation license) information 
reports due.—Income information reports 
due. March 31—Income (corporation li- 
cense) reports due. 


NEVADA: March 3—Property tax quar- 
terly installment due. March 31—Foreign 
corporation annual statement due. 


NEW JERSEY: March 1—Property re- 
ports from railroad companies due. 


NEW MEXICO: March 1—Property re- 
ports due (last day). March 15—Fran- 


chise reports due. 


NEW YORK: March 1—Franchise tax re- 
ports and payment from real estate and 
cooperative agricultural corporations due. 
—Personal income information and with- 
holding reports and payment of amounts 
of tax withheld from residents due. 


NORTH CAROLINA: March 15—Cor- 
porate income reports and payment of 
first installment of tax due—Personal 
income and information reports and pay- 
ment of first installment of tax due. 


NORTH DAKOTA: March 1—Personal 
property tax delinquent—Property tax 
from car lines and express and air trans- 
portation companies due (last day).— 
Real property tax semiannual installment 
delinquent. March 15—Corporate income 
and information reports and payment of 
first installment of tax due.—Personal in- 
come and information reports and pay- 
ment of first installment of tax due. 


160 








OHIO: March 31—Foreign corporation 
annual statements due.—Franchise re- 
ports due (last day).—Property reports 
due (last day).—Tangible personal prop- 
erty tax semiannual installment due. 


OKLAHOMA: March 1—Property reports 
from corporations due. March 15—Cor- 
porate income reports and payment of 
first installment of tax due—Personal 
income reports and payment of first in- 
stallment of tax due——Personal property 
reports due. 


OREGON: March 2—Property reports 
delinquent after this date. March 15— 
Property reports from Class I railroad, 
Class A electric and telephone, telegraph 
and sleeping car companies due. 


PENNSYLVANIA: March 15—Bonus re- 
ports from foreign corporations due.— 
Franchise tax reports and payment due. 


SOUTH CAROLINA: March 1—Personal 
property reports due. March 15—Cor- 
porate income reports and payment of 
first installment of tax due.—Personal 
income reports and payment of first in- 
stallment of tax due. 


TENNESSEE: March 15—Income tax re- 
ports and payment on stocks and bonds 
due.—Personal income tax reports and 
payment due. 


TEXAS: March 15—Franchise reports due 
(last day). 


UTAH: March 15—Excise (income) re- 
ports and payment of first installment of 
tax due—lIndividual income tax reports 
and payment due. 


VERMONT: March 15—Personal income 
reports and payment of first installment 
of tax due.—Personal income reports of 
estimated income due.—Personal income 
(final installment) which became due in 
preceding year due. 


VIRGINIA: March 1—Corporation an- 
nual registration fees due.—Franchise tax 
due. 


WASHINGTON: March 15—Corporation 
franchise (income) tax reports and pay- 
ment due.—Property reports from public 
utilities due. 


WISCONSIN: March 15—Corporate in- 
come and information reports and pay- 
ment of first installment of tax due.— 
Personal income and information reports 
and payment of first installment of tax 
due.—Privilege dividend tax reports and 
payment from corporations on calendar- 
year basis due. 
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Iarch 15 


Last day for filing income tax returns. 


Federal Tax Calendar 





Narch 1 


Due date of annual information returns 
by officers and directors of foreign per- 
sonal holding companies, and United 
States shareholders by or for whom 
50 per cent or more in value of the out- 
standing stock of a foreign personal 
holding company is owned, directly or 
indirectly. Forms: officers and direc- 
tors, Form 958; shareholders, Form 957. 

Last day for calendar-year taxpayer on 
accrual basis to make actual payment 
of accrued contribution or compensa- 
tion to an employees’ trust, annuity 
plan or deferred-payment plan so as 
to permit deduction for 1951. (Code 
Section 23 (p) (1) (E).) 





for calendar-year 1951. Due date for 
filing partnership returns for year ended 
December 31, 1951. 

Due date for declaration and payment of 
one quarter of 1952 estimated tax by 
individuals (except farmers) if filing 
requirements were met by March 1. 

Last day to file gift tax return and to pay 
tax if gift of more than $3,000 was 
made in the calendar year 1951 to any 
one person. 

Due date of last return for a calendar- 
vear decedent who died in 1951. 

Last day for payment of unpaid expenses 
and interest accrued to entitle calendar- 
vear taxpayer on accrual basis to de- 
ductions therefor against 1951 income 
(Code Section 24 (c).) 

Due date for employers who withheld 
more than $100 in taxes (federal in- 
come tax on wages under Code Section 
1622 and Federal Insurance Contribu- 
tions Act taxes under Code Sections 1401 
and 1410) during February to deposit 
such amount with a federal reserve 
bank or other authorized depositary. 

(Regulations 116, Section 405.606.) 


March 31 


Due date, by general extension, of returns 
for the fiscal year ended September 30, 
1951, in the case of (1) foreign partner- 
ships; (2) foreign corporations which 
maintain offices or places of business in 
the United States; (3) domestic corpora- 
tions which transact their business and 
keep their records and books of ac- 
counts abroad; (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States; and (5) American citi- 
zens residing or traveling abroad, in- 
cluding persons in the military or 
naval service on duty outside the 
United States. (Regulations 111, Sec- 
tion 29.53-3(a).) Forms: (1) Form 1065; 
(2)-(4) Forms 1120; (5) Form 1040. 


By general extension, last day for fidu- 
ciaries of estates and trusts to file non- 
taxable returns of income for fiscal vear 
ended October 31, 1951. Extension is 
not applicable to returns of beneficiaries 
or other distributees of such estates 
or trusts. (Regulations 111, Sec- 
tion 29.53-3(b).) 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for February. Form 95/7. 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due tor pro- 
ceeds of sales of stamps sold during 
preceding month, 





Returns for excise taxes due for February. 
Forms 726, 727, 728, 728(a), 729, 932. 

Last day for calendar-vear taxpayer to 
file application to change accounting 
method for 1952. 





Other Helpful, Informative CCH Magazines 


Labor Law Journal ’ 


* Specifically designed and edited to promote sound 
Nr. thinking on labor law problems, the Labor Law 
LABOR Journal publishes incisive articles concerned with the 
LAW ; intimate and complex relationship of Law, Labor, 
JOURNAL & Government, Management, and Union. Month after 
month, the Journal brings you the serious thinking, 
the reasoned conclusions, the viewpoints, and atti- 
tudes of leaders of thought and action—on significant, 

pivotal labor law problems. 
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Specialists in that field—from government, law, 
union, education, management — treat troublesome 
phases of labor law in factual, hard-hitting articles. 
No punches are pulled—nothing is “slanted.” Issued 


monthly; subscription rate—-$6 a year. Sample copy 
on request. 


Insurance Law Journal 


*% Month after month, this helpful magazine presents 

timely articles on pertinent subjects of insurance law. 

digests of recent decisions, comments on pending 

legislation, rulings of state commissioners and attor- 

neys general, and other features reflecting the chang- 

ing scene of insurance law. The Journal is edited 

exclusively for insurance law men, by insurance law se aad isi 
men. Emphasis is on the insurance law fields of Life, a coart 
Health and Accident, Fire and Casualty, Automobile, 

and Negligence. Issued monthly; subscription rate— 

$10 a year, including a handsome binder for per- 


manent filing of eacli monthly issue for a year. Send 
for a sample copy. 


Food Drug Cosmetic Law Journal 


* Essentially, the purpose of the Journal is to stimu- 
late and facilitate the exchange of professional views 
in a highly specialized field of law. Each issue pre- 
sents signed articles—by specialists, public officials, 
and other authorities—on legal problems involved in 
the preparation, packaging, labeling, storage, and dis- 
tribution of foods, with respect to nutrition, health, 
and the general public welfare, in addition to notes on 
legislative, administrative and judicial developments. 
Issued monthly; subscription rate—$10 a year, in- 
cluding binder for year’s issues. Sample copy sent on 
request. 


All Published by 


ERCE, CLEARING, HOUSE, .INC.. 
. OMMERCE, AAAAANAANANRRANAAANARRANAAARA ECC REAOCRCRNS YAMA 


PUBLISHERS OF TOPICAL LAW REPORTS 
214 N. MICHIGAN AVENUE, CHICAGO 1, ILL. 


When requesting sample copies, please address JTV2 





